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The steps in/o.ved in Budgetary Control and Standard Costing are four- 

f °‘ d ' Z’ based on past data and estimated future tends, to arrive at relevant 
targets for adoption in future, . . 

(6) correlating and formally accepting these targets as the operafona 
plan for the budget period; 

(C) SSstrr af^inst the &££ of major 

deviations, and lastly; 

(d) initiating management action on the basis of such reviews. - 

The impouant point to note is 

t > icm!' £ * i Tak?ng 0 contrS 8 action^is "mJ^^vjthin the figures 

for automatic review of control action in addition to its function p fc» 

control information. 

Accounting also provides invaluable aid to management in ‘ong run 
business'fanning. The "use of marginal cost analysis together with captd 
investment analysis has proved to be of immense help towards a more system 
atic approach to corporate planning. 

Special advantages of accounting as an aid to management 

Accountancy has a unique advantage over any other branch of manage¬ 
ment science. It has techniques which are applicable continuously to bus ness 
operations in addition to techniques which apply to discrete business situations. 
For example, budgetary control and standard costing is used in controlling the 
operating effectiveness from day to day. There are also techniques in 
accountancy which are useful in making decisions and in guiding management 
on business situations which are 'discrete* i.c., which arise not continuously 
(like day to day operations) but once in a while (like capital expenditure evalua¬ 
tion problems., mix optimisation problems, etc.). This facility of assisting 
continuous control of operating effectiveness is what makes management 
accounting unique. 


Management Control 

Since Management Accounting is an integral part of the system of manage¬ 
ment control, it is appropriate to refer to the concept of the latter. The manage¬ 
ment control system consists of the following constituent parts:— 

(1) Management initiation : any system to be effective must have the 
support of top management. 

(2) Responsibility Centre: It is headed by a responsible executive whose 
task is to use resources and be accountable for the result. It is 
also known as COST CENTRE. It is hierarchical in character. 

(3) Controllability: Variable costs are controllable by the person heading 
the responsiblity centre. Controllable elements which influence 
costs directly, refer to items controllable by the particular responsi¬ 
bility centre. Fixed costs arise out of top management policy. They do 
not fall with the ambit of cost centres for the purpose of control. The 
fixed costs do influence the controllable costs. The head of the cost 
centre should be alert about all such events that influence his pro- 
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ductivity. For instance, we may consider the influence of the fore¬ 
man on labour costs. In effect it is very limited. Wage rates are 
laid down by the personnel department usually on the basis of collec¬ 
tive bargaining. Product engineers determine the amount of labour 
required and the industrial engineers determine the method of manu¬ 
facture. There are, however, standards given to the foreman. His 
duty is to maintain them and to improve upon them if possible. 
Despite these limitations, the foreman can contribute in the reduction 
of costs by motivating labour and by discovering new methods of 
completing the work. 

(4) Basis of Measurement: The performance of responsibility centre is judged 
by its control of inputs and value of output. For this, some yard¬ 
stick of performance should be established. Without a standard 
there is no logical basis for making a decision or taking action. 
Knowledge of performance is not enough. A manager must have a 
basis for comparison before he can decide or act. 

(5) Participation and Understanding: changes be made only by making 
people understand that they are necessary. Experience and know¬ 
ledge are sometime in conflict, though most often they supplement 
each other. Organisations should endeavour to create a reasonable 
but progressive balance among them. Technology is the heart of 
progress these days and experience is based usually on old technology. 
Educating people in an organisation is a continuous process, because 
science and technology are growing fast and their application in the 
industry is a must. 

(6) Time Interval of Control: The proper control period ought to be 
short as is possible for giving the correct view of performance. The 
waiting time in a factory should be reported every shift or every 
day. Spoilage rate may be measured every hour. Prime cost 
elements may be measured every week and overall performance at 
least once a month. The time interval also depends on the process. 
Management information should be so designed as to inform the top 
managers of how production is proceeding. 

(7) Feedback: This is the most crucial process in management control. 
It is usually called “monitoring**. The word implies to “detect” 
or to “tap” with a view to getting information that things are going 

as programmed originally. 

(8) Management by Exception: In view of the large scale operations 
involved, it is not possible for different supervisory and managerial 
levels to watch over every detail. Programming has to be arranged 
on a basis which will enable responsibility at all levels to be develop¬ 
ed and information of a vital character, bearing on the progress, to 
be received in time. 

(9) Control Reports: They establish a vital link between the management 
and operational level. Here the management accountant plays an 
important role in assisting different levels of management by designig 
the formats of these reports. Timely, accurate and qualitative reports 
assist management is taking mature decisions. 

Role of Accountant in Management Services 


The role of accountant in management services is not an end itself, it is a 
means to a nobler end of serving the society. A business enterprise is a social 
organism because it lives in the society, with the difference that it is not itself a 
kvin S thing. It comes alive because of the people in it and because of the 
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Its actions have a dec ,s, ve impact on the !> U d b th P management to 

ments of the c° u nt r y The efficiency of the business 

check up the financial health and measure P jndirect socia i re sposibility 

«» reflected in the welfare of the 

""'llZionary Character of Access primarily 

STC undeSood^to*^^that bodjMof prmciples^underlying the 

kcenine and the explanation of business records. Late, t i v the 

summa-ising inlerpreting and inspection of financa. and economic data^ 
data. 25 

accounting, the more he gets into baste measurement, and the deeperhe <V>» 
into measurement, the farther out he reaches. The capable ndmduals m 
accounting must go in the direction of broad measurement Qual fied pract 
tioners could be called upon to measure anything for which standards exist. 

They would cross disciplines in applying objective standards for evaluation. 
This is exciting and opens unlimited horizon for the coming generation ot 


accountants. 

The need for management services arises due to the static character of the 
financial statements : The twin financial statements, i.e„ the Balance Sheet and 
the Profit and Loss Account upon which the accountant has placed his laith are 
static in character and historic in nature. They are said to be correct on a 
point of time and fail to reveal the current financial shape and profitability ot 
the business. Due to the inherent defects in these statements, and the accountant 
having placed his faith in them, has been looking backwards for too long. He 
has been concerned with historical cost of assets rather than their present value; 
comparing figures of the current year with those of the last year to know the 
trend of business, without applying a reliable yardstick of measurement, with 
facts which have generally been facts about the past. His attitude must change. 
He must adopt a forward-looking approach. There must be a shift in emphasis 
from balance sheet to budget which projects the future and focuses attention 
of the management where it will lead to if it walks on that road. The average 
businessman in India regards accounting as the process of recording business 
transactions at his convenience in the books of account with the object of pre¬ 
paring the profit and loss account and the balance sheet at the close of the 
accounting year. He does not look beyond it. If his attention is diverted 
from balance sheet to budget, his attitude towards accounts and accounting will 
definitely undergo a change. A consciousness will grow in him to forecast and 
plan the future policy and operations of the business for which he will need 
tools and techniques of measurement and forecasting, which the science of 
accounting has bestowed upon him. He will look to the accountant to design 
a suitable system of budgetary control and advise him in its operation, to ex¬ 
pose the area quickly and accurately, in need of attention. But the accountant 
with the greatest aptitude for service in this direction will look hopefully to him 
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„ f ?. r .,! he _^. nd ' rs * a " di "8 a " d Ve^uleful Te^ce 1 by 


ior me understanding and approval inai win — ------- f , . erv : cc 

service may be performed. The accountant will render a very u , 

educating and persuading the businessman to accept and a op 
effective instrument of control, in which are mscnhed the object,ves 

business and policies of the management. A plan for the e * ec . , isolate 

—* -' of standard with actual performance .s made to isolate 


and comparison 


-— ▼ ewve* W w- ww w • - ~ 

variances for taking a corrective action. 


Traditional Services Need Reorientation 


The two areas of service traditionally associated with the e 
independent auditing and tax consulting. Even they n technology and 

the tremendous development that has taken place=.« the «eld 
the rapid introduction of new precedes and mrthod*■orgroo™ Economic 
every aspect of business life has been subject to P res . t< , r i, n ; Que$ They arc 
changes and growth will result in the ensure that 

essential if management is to plan the ° p f h r f A ™£ f jhe impact of these changes 
such plans are efficiently operated by the staff. professional accountant, 

will produce a substantial effect upon the work of p chance The auditor 

as a P result of which the concept of aud,« must^rgo .«?<S»5 
will have to place a greater emphasis on conducting nrocramme usually 

to ticking audit. To explain the point 

takes a sectored view of the working capital cycle. T ^ The oJd idca 

ftsssssarat, - — 

hensive on a quality rather than on a quantity basis. 

The auditor is not essentially now a watch dog hired to'Protect the 
interest of the shareholders or to inspire the confidence ‘Ranker or^the 

Government He is more than that. He has not only to report to the manage¬ 
ment as to what has gone wrong, but he is to advise it now to take * corrective 
action. The auditor overlooks the fact that the directors and the management 
arc responsible to the shareholders for the efficient conduct of^ busmess and 
that an important part of the service which should be rendered to the share¬ 
holders is to assist the management in all possible ways. ThisL 
the management to get information and to exercise control. Both are essent a 
to efficient operation and to increase profitability. His role of being a financial 
statistician is out of date. He must play an effective role of ^.financial 
strategist. An auditor must improve his efficiency of operation by improved 
techniques and methods of working He must acquire new skills, reinforce old 
ones and generally fit the needs of those whom he serves. 


Because the auditor is in a special position of being able to take a view 
of an organisation detached from his daily activities, he frequently becomes 
aware of organisational deficiencies or areas in which economies could be 
affected. Whilst it is the auditors’ primary responsibly to communicate to 
his client on problems appertaining strictly to the scope of his work, the 
extensive knowledge gained from his association with numerous clients should 
enable him to give a positive and valuable advice on many other matters. 
Having established by discussion that proposed suggestions are valid and in no 
way impracticable, these should be submitted to the client. He must demon¬ 
strate that he has a common interest in making the client’s business more profit¬ 
able. Whilst the primary object of an audit is to express an opinion on the 
financial statements should not be lost sight of, but the submission of comments 
and recommendations on a wide variety of topics should also be adopted. The 
wirlplv h#»1d vi»»w nnteidft th* nrofessinn that the nrimarv DUTDOSC of the audit is 
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to ensure that members of the staff are defrauding the businessdearly 

indicates the need to demonstrate the objective of an audit d tn 

that can emerge from it. This will require sustained.effortnot 

profession in providing a standard service which m y 

experienced previously. 

Management Consulting Services 

In addition to the auditing service management ^ TccouSs 1 

consulting has emerged as a distinct third area of the ch ^ e . re ^ 
practice. Management needs measured information, is ^ Unless 

and if it does not get from the accountant, will look to other disapiines^Unes 
the profession confines itself to auditing and abandons all to’ “ v '* "8 

management on other financial matters, leaving this to specialists m ecoinomics 
operational research or statistics, it must move now Some one has rightly 
remarked "There is a tide in the affairs of men, which taken at the flood, leads 
on to fortune”. 

An important issue arises in this connection, whether the Chartered 
Accountant acting as a management consultant creates a conflict of interest witn 
his audit independence. It is relevant to quote the opinion of the American 
Institute of Certified Public Accountant’s Committee on the Professional billies 
that there is no ethical reason why the accountant may not perform professional 
services for clients in the areas of management advisory services and at the same 
time serve the same client as independent auditor, so long as he docs not make 
management decisions or take positions (financial interest or employee; wnicn 
might impair that objectivity. 

The role of the Accountant as management consultant would be to 
identify, define and solve specific management problems involving the organis¬ 
ation, planning, direction and control and operation of a business enterprise. 
He must have the requisite still, knowledge and experience to define problems, 
to find out alternative solutions, to estimate the impact of alternative solutions 
and to make recommendations. He must advise and counsel. He must not 
decided, command or control the conduct of the client's business. His most 
important function is that of urging and persuading management and when 
necessary helping it towards a sound course of action. 

It is difficult to lay down the boundaries of the management services field. 
But the following services fall within the ambit of accounting function and are 
recommended for adoption. 

I. Consultancy work arising from the audit, including : 

1. Inventory valuation policies; 

2. Depreciation procedures; 

3. Cash management e.g. economies in the use of bank-overdraft 
facilities; 

4. Improvement in the available working capital by collecting book- 
debts more quickly or by eliminating excessive stockholding; 

5. Provision of working capital in respect of increase in production 
and sales; 

6. Selection of investments; 

7. Borrowing problems; 

8. Investigation. 

II. Accounting Systems and Procedures : 

1. Designing of suitable financial accounting system; 

2. Development of cost accounting system; 
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3. Integration of financial and cost accounting systems; 

4. Creating of internal financial control; 

5. Design of internal financial statements; 

6. Conversion to machine accounting procedures. 

HI. Information and Control Systems : 

1. Design of budgetary control systems; 

2. Design of inventory control systems; 

3. Design of production control procedures; 

4. Advising on labour record keeping problems and the different 
methods of wage payment; 

5. Setting up information systems for marketing and sales; 

6. Development and application of analytical tools for decision 
making; 

7. Development of long range planning techniques. 

If the accounting systems and procedures are carefully 
tailored to suit the requirements of the business, they will generate reliab 
information, checked by the control systems, fit to be communicated to the 
management for taking decisions. 

Small business needs relatively more assistance b y f of l . c0 t n ^ ulta !\ c y 
services than large companies. Small business cannot afford wll ttmc pro¬ 
fessional talent on its staff. But it needs information for planning, control 
and decisionmaking perhaps, even more acutely than larger concerns, it is 
expected of the accounting profession to do an effective job in bringing the 
small businessman, management help. 


Labour Management Relations 

Another important and potential field in which the accountant can project 
his image and raise his status is in the sphere of ' a bour rnanagement nations. 
The single greatest problem in our economy today for which there does not 
aDDear to be any solution is in the area of labour management relations. This 
is P ? 0 large because labour does not believe the figures management presents and 
management C do^fs not believe the statements claims and -st of living mcrease 
presented by the union. Each party tries to beat out the other- Is there any 

reason whv in the future labour and management cannot agree on at ormuia 

for wage increase tied to the increased productivity of labour an ?LPchartered 
of the business, all of which would be attested to, by an 'J dc P ende ^t ^rtered 
accountant ? If all financial data and statistics admitted as a basis for union 
negotiations were required to be examined and verified by the 
of the suspicion and distrust which prevails between the two parties would 
disappear. The chartered accountant is fully equipped to make a fruitful 
contribution to wage negotiations. 

Business and Economic Policies of the Government 

Business has not only internal problems for whose solution the manage¬ 
ment seeks the advice of the professional accountant but there a f* 
factors which vitally affect the business, such as the Industrial P( J 1C V ^ 
Government, Import, Export and Licensing policies, Fiscal and 
Policies. The Government is pouring out heaps of statistical and financial data 
pertaining to them. A good accountant is also expected to be a .S°° d ^^5 10I 5 1,s ’ 
equipped with the latest thinking in the field ^ gnomics, is competent to 
process, analyse and interpret this data. The need of this service is intensely 
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™—«*»> “• *” a ° f,his opto, '“ , ’ , ' 

some other specialist may take it. 

International Area 

Business is becoming world ' or | e ^ d ' ^nced^c^ a world 

plans in national terms, but in global terms. ° melhods and business 

view and understanding of world needs ; Standards vary greatly, tax 

practices throughout the world are nott ui * / diffcr wid ely. Management 

structure is not the same, import and expor p financial statements and 

wWc f h r tt?nSndl a Thi afcouTng profesion which is serving the bus.ness 
in different ways has the responsibility to fill this global need. 

Professional Education and Training 

The profession is increasing its dimensions and ushering in ne ^ ^ ,ds ^ 
management services. It must develop a sound educational and Sees be 
gramme for the young entrants to the profession. The ^(jjono^ r *'" c ** eas 
made on the basis of bright academic record with university degree: in thei area 
of measurement such as Mathematics, Accountancy, Statistics and Economics. 
In order to attract talented graduates to the profession, suitable stipends oe 
awarded during the training period which will provide them incentive to work 
with devotion and save them from financial pinch. The contents of courses ana 
the subjects of study for the Institute’s Examinations will have to be made up to 
date and the training programme revised to fit the entrants for the new areas oi 
management services. 


Research and Development 

A profession like a business must either grow or wither away. Static 
character is not in harmony with a dynamic society. If the profession is to grow 
and take up new services and greater responsibilities, it must seriously concent¬ 
rate on research. The application of latest technology in business must be 
matched with the latest thinking in the field of accounting. If technology grows 
on the basis of research, the science of accounting must also grow. For this 
research people of high intellect and of academic inclination shall be needed. 
The academic world must be cultivated and made an integral part of the practis¬ 
ing accounting profession. The Institute of Chartered Accountants must take 
the initiative in instituting this mechanism so that a continuing dialogue may 
take place between the researchers and standard setters on the one hand and 
practitioners and standard appliers on the other. 

Conclusion : The new areas of management services are both challenging 
and rewarding. By exercising imagination and dynamism the accountant must 
seize this opportunity. It is not only a challenge to serve the management but 
it is a bigger challenge to serve the society to an extent unparalleled in history. 
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EXERCISES 

0) S?5kes MaQa8Craent Accoun,in « and explain the role of Accountant in Management 


(2) 


(3) 

(4) 


[Diploma in C.W.A. Examination 
. Rajasthan University 1976] 

Givc^rf brief the^varinn^rrt iotegral part of the system of Management Control. 

importenoe^/Ma^gem^yVcoouQtant^irf rela^t^TuIc^eto*/ 0 ' ^ ^ P ° tat ° Ul ,he 
ma^noU^iv^ Managcmcnl Accounting and state what you understand to be its 

me^t ^cco.m'tin^ '^ !" sigh . t in '? Management Accounting says, “A Manage- 
Siancial man*£™ t J d ? , u IOn }° , h,s t spec,a,iscd ' training in accounting and 
like math?m!!t£ haVC fa, - ly ,horou 8 h understanding of the basic subjects 
^ K> ch °'°S>' «c. He must have sufficient 

worker the imWeSf~ u J ', CI$ , ° able 10 work wiIh ,he operational research 
and othersn^ailili !« P S^ h ° 8,St * thc mana ecnal economist, the system analyst 
ana other specialists in the management team.” 

WurirJni^rTn**, ,hesis J- ' Vou,d S' 0 " en,ar 8‘ ,he S “P' of accounting in 

with sut^Tan'amounts 7^°rX^' ^ ^ diffiCUl,ieS in 


(5) Distinguish between: 

(i) Financial Accounting 

(ii) Cost Accounting and 

(iii) Management Accounting. 


[Diploma in Finance for Technologists & 
Managers Examination 1977 
Pbi. University] 


SIGNIFICANCE OF 


ANALYSIS OF FINANCIAL STATEMENTS 


The Object of Analysis and Interpretation 

“The Analysis and interpretation of financial statements are an attempt to 
determine the significance and meaning of the fimneri statement data so that a 
forecast may be made of the prospects for future earnings.abilityto pay tnurest 
and debt maturities (both current and long term), and probability of a sound 
dividend policy.’* 1 

The purpose of accounting is to maintain a record of all transactions 
affecting assets, creditors claims, owners’ equities, revenues and ^sts^ From 
information may be prepared, financial statements showing the financial position 
and operating results of the business. 

The analysis and interpretation of financial statements represent the last of 
four major steps of accounting. The first three steps, which involve the work oi 
the accountant in the accumulation and summarisation of financial and operating 
data and in the construction of financial statements, arc as follows : 

1. Analysis of each transaction to determine the accounts to be debited 
and credited and the measurement or valuation of each transaction to 
determine the amounts involved. 

2. Recording the information in books of original entry, classifying in 
ledger, and preparation of a trial balance. 


3. Preparation of financial statements. 

The fourth step of accounting— the analysis and interpretation of financial 
statements —results in the presentation of information that will aid business 
executives, investors and creditors. 

The analyst should be acquainted with the details of the various steps of 
accounting so that he will have a more complete understanding of the signifi¬ 
cance and meaning of the financial data. Financial statements should conform to 
sound accounting principles and be so prepared as to possess a maximum of use¬ 
fulness for the analysis and interpretation of financial conditions and operating 
results. Therefore, the accountant should consider concurrently the preparation 
of the financial statements and their analysis and interpretation. Clarity of 
expression is of major significance in the presentation of financial statements. 

The analysis and interpretation of financial statements require a compre¬ 
hensive intelligent understanding of their nature and limit itions as well as the 
determination of the monetary valuation of the items. The analyst must under¬ 
stand what represents sound as well as unsound relationship reflected by the 
financial statements. He should fully realise that administration, financial and 
operating policies of management or the absence of such policies, can be detected 
by studying the statements. 

The process of analysing financial statements involves the compilation and 
study of financial and operating data and the preparation and interpretation of 
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measuring devices such as ratios, trends and percentages. In this way the analyst 
attempts to determine the significance and meaning of the financial statement 
data. 


Interpretation requires Analysis 

Business needs facts, but it also needs analysis of facts. Fresh and 
continuous analysis is necessary as changes are constantly taking place in many 
different directions. The financial statements figures consist not only of account 
balances, which usually are the result of many debit and credit entries for a 
variety of transactions, but also combination of account balances. As a result the 
figures often do not represent homogenous data. It is, thus, sometimes aimcult 
to interpret them, while, on the other hand, the countless transactions which 
may have led to the final figures are not susceptible of interpretation. Between 
these two extremes—the figure in the statements and the entries of which they 
are the results-are various points at which intepretation may be made, lo 
obtain these intermediate figures requires an analysis of the totals in the state¬ 
ments into their components, a process which usually is partly present m the 
present statements and which it is necessary to continue in the 
direction of the accounting processes, that is, from the statements back towards 
the original entries recording the many transactions that have taken place. 1 he 
following will serve as an illustration. 

An important point of information is the extent of the debts of a business 
at a particular date ; this information is indicated by the item total ‘'abilities. 
But the liabilities fall, for practical purposes, into two distinct classes . tliose 
that are due within a relatively short period of time, such as a year, which the 
accountants call “current liabilities*’ and those with later maturity the long¬ 
term liabilities”, usually represented in the case of a company by its funded 
debt. To facilitate interpretation, the current and long-term liabilities arc 
usually segregated in the balance sheet, and such a segregation may be regarded 
as the first step in the analysis of the liabilities. 

To know the amount of debts due within a year is usually not sufficient. 
It would make a considerable difference whether certain amounts are due with¬ 
in a month or within possibly a period of twelve months. Hence it is desirable 
to have a further analysis of the current liabilities according to the amounts due 
in thirty days, sixty days, ninety days, and so forth. This further information 
is not found in the statements, and would be obtained by aging the accounts. 

Analysis of statements consists in separating facts according to some 
definite plan, arranging them in groups according to certain characteristics, and 
then presenting them in a convenient and easily readable and understandable 
form. 


Interpretation requires Comparison 

Mere examination of the components of a statement cannot be expected to 
lead to definite conclusions in regard to the financial status of a business. After 
the statement has been dissected into its constituents, it is necessary to measure 
the relative magnitudes of the various entities. If, for example, the cuijent 
liabilities of a certain business at a particular date amount to Rs. 25,000 and an 
opinion is desired as to whether it is proable that the business will be able to 
meet these obligations, the amount of the liabilities may be compared with the 
amount of the assets that the business has available to pay them. If the current 
assets amount to say Rs. 1,00,000, the analyst would probably consider the 
debt-paying ability of the business satisfactory. However, the comparison of 
the debts with total wealth which will in course of operations become available 
for paying them will not give a conclusive answer. If in the above illustration 
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the Rs. 1,00,000 of current assets is cowpowdof “^'dayi^mtbefore thta 
which has to be sold on account on thirty o y y wou)d bably 
amount of wealth can be used to liquidate debts, the ana y ^ ^ 2 . s>000 a re 
consider the situation unsatisfactory especiaUy if Ot h ^ Q tion of current 

S5/S£Sfc SSSSSSSZtl Should probably consi- 
der the situation unsatisfactory. / . 

in the business over several periods should be made . suen as y 

of statements. 

Development of Accounting Ratios 

An accounting practice has been developing in recent years which tends 
to place some measure of reliance on the inferences to be drawn from the ra t os 
that result from the comparison of seemingly related groups of_ figuresi assctout 
in the financial statements. A comparison of ratios is to be preferred toa 
comparison of actual figures. A good deal of research « retired to discowr 
the most significant accounting ratios, and it will no doubt be even more diffi¬ 
cult to ascertain the normal standard ratios applicable to different industries 
and to different undertakings within those industries. The ratios drawn from j 
business accounts should not only be compared internally but also external ly^l 
They should be judged, so far as this is possible, against standard indices to bc-^ 
set up for like undertakings and for the classified industries within wmch they 
operate. Such standards similar to standard costs used in cost accounting 
might be used as an aid in deciding whether the ratios in a particular enterprise 
are satisfactory or not. It will take much research to build up standard indices 
if they are to be of any value at all, more especially when it is remembered that 
ratios arc peculiarly sensitive to individual circumstances and may even be 
equally capable of favourable and unfavourable interpretation unless careful 
regard be had to underlying causes. “Accountancy is a strange mixture, being 
neither altogether a science nor altogether an art, so that it is perhaps not sur¬ 
prising if at times we are inclined to regard it mainly under the former aspect, 
and consequently tend to attach an absolute value to our statistics and indices ; 
we must be on our guard against this error.’* 1 

At this point it may be well to consider some of the accounting ratios. The 
most useful form of balance sheet ratio is the current ratio which is directed to 
the comparison of total current assets with total current liabilities and shows 
how many times a balancesheet grouping of the latter is covered by a similar 
grouping of the former. As always with indices there is a danger in treating 
this ratio too rigidly, but where a business has reached a normal state of pro¬ 
gress it is a ratio which should only move within settled limits over an account¬ 
ing period. Any movement outside these limits should be closely investigated. 
This, it is evident, assumes that a series of balance sheets are available, prepared 
at regular intervals over the normal accounting period. 


1. F. S. Bray and H. B. Sheasby, Design of Accounts (3rd ed., London, 1949), p. 15. 
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The significance of the current ratio lies in the fact that it may be regarded 
both as an index of solvency and as an index of strength of working capital. A 
good deal of caution is required when this ratio is calculated from published 
accounts. There may be a certain amount of window dressing in some of these, 
which should not be overlooked. Moreover, the calculation of this ratio on the 
basis of total current assets may unwillingly lead to unwarrantable inferences 
where heavy inventories (that is, stocks and work-in-progress) are being carried. 
Where this position arises there is always the possibility that the inventories 
may not pass through debtors into cash at a sufficiently lapid pace to cover 
both determined and outcoming liabilities when currently due. In such cases it 
is desirable to make a deeper analysis distinguishing between liquid and floating 
assets. The real question which always presents itself when a current position 
is being examined and which requires a good deal of penetration for its solu¬ 
tion, is how fast will liquid resources be available to meet current liabilities. 

Another ratio, perhaps to be used somewhat sparingly, is that which 
relates a balance sheet grouping of current assets to a similar grouping ol fixed 
assets. This ratio in common with other ratios should be computed from 
several successive balance sheets, if it is to indicate with any certainty whether or 
not a particular enterprise is improving or receding in financial strength. Any 
one ratio should not be too much relied upon in isolation. They should all be 
considered as contributing their part to any final interpretation of the account¬ 
ing documents from which they were drawn. 

The relationship between the shareholders and creditors equities should 
also be taken into account. It is a ratio which is obtained by comparing the 
total liabilities of an enterprise with its total net worth. It gives a reasonable 
indication, at a defined date, of the financial interest of the proprietors as con¬ 
trasted with the financial interests of the creditors. The higher the net worth 
in relation to total liabilities, the stronger should be the business, and those 
responsible for its direction, are less likely to be impeded by the influence of the 
creditors. Clearly, this should make for greater freedom in managing and 
developing the enterprise. 

There is also a further balance sheet ratio which suggests a relation bet¬ 
ween net worth and fixed assets. Its significance depends upon the assumption 
that the higher the net worth in relation to the balance sheet grouping of fixed 
assets, the stronger will be the undertaking. In addition to providing the fixed 
assets, the proprietors should contribute some part of the funds available as 

working capital if the enterprise is to be adequately financed in relation to its 

capital structure. The ratio of net worth to fixed assets has come to be 
regarded as a pointer to the soundness of the capital structure. 

We may now turn to the ratios drawn from the profit and loss account— 
the ratios of net sales to the cost of goods sold, the gross margin, the manage¬ 
ment and administration expenses, the selling and distribution expenses, the 
stock held, the amount owing by debtors, and the net operating profits. There 
is one further ratio which needs our attention and that is the ratio of profit to 
capital. This is obtained by comparing the net profit at the close of the account¬ 
ing period with the net worth at the beginning of that period. This ratio is 
regarded as an index of the ability of the management of a concern to earn a 
reasonable income on the capital which has been invested in it. As in the case 
of balance sheet ratios, it is helpful to compare them with standard ratios set 
up as indices of normality. None of these ratios should be treated as absolute. 
They should always be approached with a measure of caution and regarded as 
symptoms pointing to a need for deeper investigations. 

Trend Percentage 

Unfortunately, the importance of ratios has been greatly exaggerated. 
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SIGNIFICANCE OF ANALYSIS 

They arc considered as clothed with mysterious powers and as 

is difficult to the 

and (4) a change in a-ratio can be interpreted only in the light of the chang 
?n each of the two variables the relationship of which it represents. The ra 
technique needs to be supplemented by the introduction of trend percentages in 
whichIhe analyst divides the magnitudes of significant items or groups of items 
in each of a series of statement by their magnitudes in one year in o {he senes 
selected as the base, thus obtaining a series of trend percentages to ‘he base yea. 
By studying the variations from the base year, a comprehensive view of the pro- 
gress of the business can be obtained. 

The technique of financial statement analysis is developing fast and has 
acquired a scientific temper. From the crude beginning of rough comparison 
of statements, a fairly definite procedure, employing measuring devices akin to 
those used in scientific work, has gradually evoked. The measurements used in 
financial statement analysis may be divided into two groups : (1) those which 
measure the relationships among the items in a single set ot statements, 
those which measure the changes in these items in successive statements, l ne 
first is a static analysis, measuring the position at a point of time or for a period. 
The second is a dynamic analysis measuring change of position. Both types oi 
analysis are necessary for a comprehensive interpretation, for it is important to 
know not only the proportions as of a certain date but also the trends ot enter¬ 
prise. 


Internal and External Analysis 

Analysis of a business may be conducted internally or externally. In inter¬ 
nal analysis, the analyst is within the enterprise he is analysing ; he has access 
to the books of accounts, and complete information about the business is at his 
disposal. In external analysis, he is not connected with the enterprise, and the 
only data available to him are the statements and such information as the 
business is willing to submit. Analysis for credit extension and investment 
commitment is of the external type, whereas analysis for managerial purposes is 
of the internal type. Because he is better informed, the internal analyst can 
usually do more satisfactory work than the external analyst. 


Audited Financial Statements 


Under the Companies Act, the accounts of a company shall be audited by 
a qualified auditor. Audited financial statements are of major importance 
because they have been compared with the accounting records by independent 
Chartered Accountants: and in turn the accounting records have been studied 
by them. The accountant, after making his investigation in accordance with 
generally accepted auditing standards and procedures, indicates that in his opi¬ 
nion the financial statements present a true and fair view of the financial posi¬ 
tion and operating results in conformity with generally accepted accounting 
principles. 

It should be clearly understood that the directors are responsible for 
financial statements and that the auditor is responsible only for his report and 
opinion. The value of audited financial statements to the analyst becomes 
apparent upon reading the auditor’s report which accompanies audited state¬ 
ments. 
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EXERCISES 

(|) Why financial stateirents need to be analysed and interpreted ? 

(2) Explain the signifinance of vertical and horizontal analysis of financial statements. 
Why both the types of analysis are necessary ? 

(3) “The ratio analysis needs to be supplemented by the introduction of trend percen- 
tages*'. Comment. 

(4) Analysis of a business may be conducted internally or externally. Which one is 
more useful from the point of view of management? 

,«x .. Afro , mlancv i s a strange mixture, being not altogether a science nor altogether 

( MSSsS® 2 

value to our statistics and indices ; we must be on our guard against this.error . 


KASHMIR BHIVEHSITY 

iqh«» 1 * , / 

•ACC. No .. 


W* • 


CHAPTER III 


THE NATURE AND LIMITATIONS OF FINANCIAL STATEMENTS 


Nature of the Balance Sheet 

Accounting is not in a finished state. It is in the process of evolution. It 
has three phases : (1) the recording of transactions in books of or'g'nal entry 
(2) the classification of these transactions in ledger, and (3) the 
of the records. The construction of the financial statement is part of the third 
phase of accounting technique. From the technical accounting point of view 
the balance sheet is a list of the balances of the accounts after a formal closing 
of the books for an accounting period. The balance of each account ,T V d, ^ te ^ 
the position of that account; and the balance sheet may thus be regarded as 

master account or summary of the position of the acc .^ n t l '" g ar classi- 
balancc sheet is a rearranged post closing trial balance with the accounts class 
fied into various groups in order to facilitate the use of the statement. It is 
static in character, because it tells about the financial position of a business as 
on a certain date. 

The rupee amounts assigned to the assets in the balance sheet are the 
result of the accounting entries made in the books with respect to the assets, 
adjusted where necessary as of the date of the balance sheet in accordance with 
the rules of accounting. Thus the rupee amount of cash indicated in the balance 
sheet is the total of the entries for the money received less the total of the entries 
for that disbursed ; and no adjustment is required. The amount of bills 
receivable and sundry debtors represent the total of the entries for those 
received; and this difference is adjusted for what it is not expected will be 
received. The rupee amount of the inventory represents the cost of the goods 
in stock computed and adjusted in accordance with the rules applicable thereto. 
The various rupee amounts of depreciable fixed assets record their cost, from 
which is deducted that portion of the cost assigned to revenue as an expense 
and known as depreciation. 

The rupee measurement of bills payable and sundry creditors is the 
result of the entries for the sums to be paid to the creditors minus the entries 
for those paid, the difference indicating the total of what is owing. Similarly, 
the long-term debt items indicate the sums owing to long-term creditors. The 
rupee amounts of the accrued expenses represent sums to be paid in the future. 
The estimated liabilities represent estimates of sums of money which the business 
will have to pay in the future, or the rupee amount of losses it is expected will 
be sustained. The amount of capital is the difference between the rupee 
measurement of the assets and that of the liabilities. 

Nature of the Profit and Loss Account 


The profit and loss account is a condensed and classified record, prepared 
from the various subsidiary nominal accounts, of the gains and losses to the 
business for a period of time. In this statement the revenues of a certain period 
are compared with the cost of earning those revenues, the difference being the 
net profit for the period. The cost of earning revenues consists of the cost of the 
goods sold or services rendered plus the cost of selling, administrative, and 
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other expenses applicable to the period, 
profit for an accounting period is sometimes 
costs and revenues. 


This process of derermining the net 
referred to as that of matching 


The stated revenues and costs are the balances of various accounts, the 
result of entries made as at the time when revenues were earned and costs 
incurred, adjusted by the same adjustments which are applied to the balance 
sheet items. The revenues are measured by the prices at which goods arc sold 
or services performed, plus certain forms of revenues on various agreed bases. 
The costs are measured by prices paid or contracted for. Adjustment is made 
when revenues have been earned but not received (accrued revenues) or have 
been recorded but not earned (deferred revenues) and when expenses have been 
incurred but not recorded (accrued expenses) or have been recorded but not in¬ 
curred (deferred expenses). Adjustment is also made when certain rupee amounts 
of assets are assigned to revenue, as when fixed assests are depreciated or when 
other assets, such as deferred charges amortised. 

In most fields of human activity there is need for a standard of quantitative 
measurement for without such measures it would be impossible to make 
estimates and comparisons. In accounting, the unit of measurement is the 
monetary unit of the country in which the accounting is performed; in India, 
the rupee. 


The Meaning of Value as in Accounts 

The word value as used in common parlance with respect to a certain object, 
usually has reference to the market price of that object that is the number of 
rupees that could be obtained for it in exchange for money. However, the rupee 
amounts are not used in accounting with the object of measuring the amount of 
money that objects can command in the market. The rupee is used as a unit of 
measure of business transactions. The rupees may be regarded as 'rupees of 
accounts” they do not usually reflect values in the common usage of the word. 
Thus the accounting value of an item may be defined as a measurement in terms 
of rupee units in accordance with the rules of accounting applicable to the item 
measured. Balance sheets often contain values which have no ielation to the 
current economic values. 

“It has been asserted that an ideal condition for the practice of accoun¬ 
tancy would be one under which economic value of any asset was easily 
ascertainable at any time. It has also been asserted that, under this condition, 
the ideal aim of accountancy should be to exhibit all profits and losses in a profit 
and loss statement. But the circumstance reminds us that the ideal condition 
does not in fact prevail.” 1 The fact that many assets are not so valued is one 
of the basic reasons for the need of analysing financial statements. 


Cost 

Most expenditure, whether for the payment of services or for the purchase 
of assets, ultimately become deductions from revenue. The costs of certain 
services rendered to the business and materials consumed or disposed of in the 
operation of the business are immediately classified as expenses and assigned to 
revenue. The costs of property and material not disposed of, and certain 
deferred expenses are classified as assests. These costs, however, will ultimately 
be assigned to revenue. 

“The assignment of costs to revenue is the central feature of accounting, 
and the goal of the accounting processes is that of accounting for the net 
income.” 2 

1. Kenneth McNcel, Truth in Accounting (Philadelphia, 1939), p. 182. 

2. John N. Myer, Financial Statement Analysis (2nd cd.. New York, 1954), p. 19. 
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Composition of the Financial Statement Data 


position 1*1 UK I iuauv— —- 

The relativities of values expressed1 inJtatance sheets a °nd 

absolute- a This^l*usioii of S absolutene^^as^^ei^®n<^ , “ r ?8^^ , * , j l *^ l ®i V *(g | ^ > *i^ve 

s: wsr«. f v 

accounts of a modem busl "*“.?f* u‘jL upon a combination of recorded facts, 

tg^SS^3X5£?2&* « *«•«*• ““ 

judgements. 

Among the items whose values are ca radm ^g n ‘ t ' a ^ a n^^i e s n rlceivable! 
on the basis of recorded facts ««!» “‘“& 1 wndw creditors, the volume 
sundry debtors, inventory, amount of bills p y . y and the cost 0 f fixed 

of gross sales, cost of merchandise_sold,.rent.wages, » , f carrjed # 

assets, etc. The amount of each one of the* *P“ n transactions 

srr Te^iS 

practic^creat^fundamental problems in handling values m accounting^ 
rupees. The various fixed assets if P ur ^ased_ o e a perio y agQ for the 

values on the statement date, and the deprecation charged to tht profit and loss 
account will consist of rupees of different values of 

which the particular assets were acquired. It is like having and saving 

revenues and deducting 80 oranges of cost and 10grape-fruits of cost and saying 
that the profit left is 10 oranges. It is really adding and sub ^ acl, ^ ?[®Xn 
crape-fruits, apples, pears and peaches in the same scheduled. Such combination 
of rupee figures arising in different price levels is called heterotemporal prices. 


Basic Accounting Concepts 

The science of accounting is in the process of evolution. In course of time 
it has developed a number of concepts which are given below : 

1. Money Measurement Concept 

2. Business Entity Concept 

3. Going Concern Concept 

4. Cost Concept 

5. Dual-Aspect Concept 

6. Accrual Concept 

7. Realization Concept 

1 Roy A. Foulke, Practical Financial Statement Analysis (New York, 1953), p. 597. 
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1. Money Measurement Concept 

In the books of account, only those business transactions are forded wh'ch 
can be expressed in terms of money. The advantage of g s Q f 

monetary terms is that money provides a common denominator by m 
which heterogenous facts about a business can be expressed in terms o 
that can be added and substacted. 

This concept can better be illustrated by taking the following example. A 
business owns the following assets 


Land 
Building Space 
Machines 

Stock of Raw Material 
Trucks 
Motor Cars 
Trade Debtors 
Bank Balance 


5 acres 

2500 sq. metres 
5 

1500 kgs. 

5 

2 

Rs. 1,20,000 
Rs. 5,000 


These different units of measurement cannot be added together to produce 

a meaningful information. If these assets can be expressed m terms of money 

they will reveal the total property and assets of the business. 

3 Rs. 

I and 2 - 00 - 000 

Buildings 

Machines 

Stock of Material 

Trucks 

Motor Cars 

Trade Debtors 

Bank Balance as on 31st March 1973 _ _ 

Total Rs. 70.85,000 


Money provides a common denominator for measuring value and implies 
a basic similarity between one rupee and another, but it may not be a fact 
particularly in a period of inflation. In the assets shown above the Bank 
Balance is expressed in the rupee of 1978, but the amounts for Land, Buildings, 
Machines etc. are in terms of rupees of ten years back when they were purchas¬ 
ed. The rupee of ten years back was worth more than a rupee of today, 
because the purchasing power of the present rupee has much shrunk due to high 
degree of inflation in the economy. 


2. Business Entity Concept 

For accounting purpose, irrespective of the form of organisation, a business 
has got its own individuality as distinguished from those persons who own, 
control or otherwise are associated with the business. If a sole proprietor 
withdraws Rs. 500/- from the business, then his personal account in the books 
of the business will be debited and the cash account will be credited. Thus the 
cash resources of the business will be depleted by Rs. 500/-. But to the proprietor 
of the business this transaction will have no effect. Because he has withdrawn 
cash from his business pocket and put it in his own pocket. After all it remains 
his cash. In the books of a sole-trader, a firm or a limited company, transactions 
pertaining to the business are only recorded and no note is taken of the non¬ 
business transactions /.e., personal transactions of the sole proprietor, the partner 
of the firm and shareholders of the company. If the business transactions and 
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gsi sssx* 

have its own personality. 

3. Going Concern Concept 

Accounting assumes that the business is a going concern and not.a gone 
concern. It will continue to operate in the future. Its success is Judged by the 
surplus which it generates from the sales of goods and services °vw the cost 
the resources used. Production resources such as plant and machinery, land 
and building which have been acquired and whose period of usefulness has not 
expired i.e.) which could not be consumed in creating output are shown m tooks 
of account at their book-value and not at their current market value. They are 
acquired to remain in the business, so long it is a going concern, for earn n ? 
revenues and are not meant for resale. But when it is a gone concern and is 
about to be liquidated or sold, accounting would attempt to measure what the 
business is currently worth. Under this arrangement the current resale value o! 
the assets becomes relevant. 


4. Cost Concept 

A fundamental concept of accounting, closely related to the going concern 
concept is that an asset is ordinarily recorded in the books of account at its 
acquisition cost. This cost then becomes the basis for all subsequent accounting 
for the asset. The market value of an asset may change with the passage of 
time, but for accounting purpose it continues to be shown in the books at its 
book-value /.*., the cost at which it was acquired minus the provision for 
depreciation. There is therefore a wide difference between the accounting concept 
of cost and the economic concept of value, which means what the asset is 
currently worth. A business purchased a piece of land for Rs. 100,000/—. It 
was recorded in the books of account for Rs. 100,000/—. In course of time its 
economic value has shot up. with the result that its current market value is 
Rs. 500,000/-. No change would ordinarily be made in the accounting record to 
reflect this fact. 

One of the most common mistakes made by uniformed persons who read 
and try to understand annual report and accounts of a company, believe that 
there is a close correspondence between the figure at which an asset appears in 
the balance sheet and the economic value of the asset. Current assets viz., cash 
in hand, cash at bank, short term investments, inventories trade debtors, bills 
receivable closely correspond to their current market value. But the long lived 
assets such as plant and machihery, land and building are shown in the account¬ 
ing records at their acquisition cost less the amount provided for depreciation. 
Thus in the case of these assets there will be variation in the amount at which 
they are recorded in the books and their current market value. 

Sometimes goodwill, which is an intangible asset, appears in the accounts 
of companies. This item appears in the books of the company when it has 
purchased an existing business from the vendor. It is the difference between 
the purchase consideration and the net tangible assets acquired from the vendor. 
In fact it is the payment made for the super-profit which the purchased business 
was making. The future value of the goodwill will depend upon the size of 
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super-profit which the company makes. But so far the accounting treatmen^ 
concerned no changes will be made in the purchased value of gOodw.U except 
for the provision of depreciation although its economic value w,l ‘ u . n c d f 1 *J 
change with the increase or decrease in the profits of the company, u is a ” 
that investors and other users of financial statements are more interested to 
know what the business actually is worth today rather than what the assets cost, 
when they were acquired. But it is difficult to estimate the current economic 
value of the business. Estimates are based on judgements which may diner irom 
individual to individual and may be biased. Cost concept is not an ideal concept 
but it is based upon compromise by sacrificing some degree of usffulnen in not 
depicting assets at their current worth, but in return obtaining greater objectivity 
and feasibility in accounting reports. 

5. Dual-Aspect Concept 

Every transaction that results in the transfer of money or money’s worth 
involves a two-fold aspect, (a) the yielding of a benefit, and (b) the receiving of 
that benefit. It is impossible to think of one without the other , a giver 
necessarily implies a receiver and a receiver necessarily implies a giver, I he 
giving and receiving, however, takes place between accounts and ini thei same set 
of books. Suppose Ram Gopal starts a business with a capital of Rs. 50,000/-- 
then the business has now an asset, cash of Rs. 50,000/— and Ram Gopal, the 
proprietor has a claim against this asset also of Rs. 50,000. 


Balance Sheet 


Ram Gopal's Capital 

Rs. 

50.000 

Cash 

Rs. 

50,000 

If the business later on purchased furniture on credit from Krishna Kumar 
for Rs. 5.000/- the Furniture Account receives the benefit and Krishna Kumar 
gives the benefit. The accounting record would now show the following 
position. 


Balance Sheet 


Ram Gopal's Capital 
Krishna Kumar 

Rs. 

50.000 

5.000 

Cash 

Furniture 

Rs. 

50,000 

5,000 


55.000 


55,000 


It follows that in order to have a complete record of each transaction 
there must be a double entry. The one transaction has, therefore to be booked 
up twice, an entry being made in the receiving account and a similar entry in 
the giving account. 

In order to distinguish the two entries necessary for the complete record 
of a transaction, the receiving account is termed debtor and the giving account 
is called creditor. The two sides of the ledger account in which each transac¬ 
tion is recorded are likewise distinguished, the left-hand side of the account 
being termed Debit and the right-hand side being designated Credit. Thus we 
see that each transaction involves two entries in the same set of books, a debit 
and a credit entry; and that every debit must have a corresponding credit and 
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vice-versa: upon this dual-aspect concept has been raised the whole super 
ture of Double Entry System of Accounting. 


6. Accrual Concept 

When a rupee starts on its way through the business enterprise, it « 
cipated that when it returns to the cashit will bring withitanaddedam 
If only the rupee returns, the business will be covenng its vm^ able 
will be running a deficit to the extent of the non-cash cterges such as P ^ 
tion." If the rupee returns carrying with it an amount sufficient to c er^ t^e 
firms cash and non-cash costs, the enterprise will be just break g • 
rupee comes back with an amount beyond this the excess is * f a 

essence of the accrual concept is that income arises from the °* ed 

business when the sales revenue exceed the cost of sales. The tncome so ac 
will increase the owners equity. It is important to remember t batincorne 
cash are not synonyms. They are not interchangeable, because tbe * " atur ® 
different. If a business has made a profit of Rs. 50000/- it does not mean 
it has the same amount of cash. Income is added to the capital of th * 
and is shown on the liabilities side of the balance sheet. The income sbo * 
the liabilities side increases owners equity and is absorbed in the assets '.mown 
on the assets side of the balance sheet. It is not necessary that it may oe m inc 
form of cash. It is important to recognise that income is associated wiin 
changes in owner’s equity and has no necessary relation to changes in casn. 
Income connotes prosperity of the business. The higher the income the better 
off is the business and therefore the owners. An increase in cash does not neces¬ 
sarily mean that the business is doing well and the owners are better oil. i he 
increase in cash may have been due to the sale of a machine or decrease in some 
other asset or an increase in liability, with no affect on owners equity at all. 

Suppose in the manufacture of 5000 units of X product the following 
expenses are incurred and revenues earned : 


Cash expenses 

Process material @ Rs. 5/- per unit 
Process wages @ Rs 3/- per unit 
Overheads paidin cash 


Non Cash expenses — 

Depreciation etc. 

Cost of 3000 units of Finished stock 
Selling Price @ Rs. 15/- per unit 


Rs 

25.000 

15.000 

10,000 

50^000 

5.000 

55,000 

75.000 


Income 


Rs 20.000 


In understanding how this income came about we will have to consider 
the two aspects of this event separately. The sum of Rs. 75,000/- received from 
sales revenue and the decrease in finished stock of goods of Rs. 55,000/-. 
Rs. 75,000/- will result in the increase in owner’s equity and a corresponding 
increase in the assets of the business. Rs. 55,000/- will cause a decrease in 
assets i.e.y of the finished stock of goods and corresponding decrease in owners 
equity. These two aspects show the only two ways in which the business opera¬ 
tions can affect owners equity. They can increase or decrease it. Any increase 
in the owner’s capital resulting from the operations of the business is called a 
revenue. Any decrease is called an expense. Income is thus the excess of 
revenues over expenses. Income is tied to owner’s equity and has no direct link 
to changes in cash. An increase in cash does not necessarily imply that the 
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owners are in a better position than before. It may be due to the sale of fixed 
assets or by contracting a liability without in any way affecting the owner s 
equity. 

7. Realization Concept 

A basic accounting concept is that revenue is considered as being earned 
on the date at which it is realised; that is on the date when the goods are deli¬ 
vered to the customer. In fact cash is received from the customer when the 
customary period of credit allowed, has expired. 

A company manufactures sewing machines at Ludhiana. During the 
month of December 1977 it manufactured 12 dozen machines and booked 5 
dozen by rail to its customer at Agra. The invoice for Rs. 25,000/- was sent on 
1st January 1978. The period of credit allowed by the company was 2 months 
after delivery. The revenue from this transaction was realized not in the month 
of December 1977, the month of manufacture nor in March 1978 in which cash 
war received, but in January, the month in which they were delivered i.e when 
the exchange took place. The accounting practice is to show the date of realiz¬ 
ing revenue, the date the product was booked, shipped or the date shown on 
the invoice to the customer, whichever is later. 

Accounting Conventions 

The practice by which items are carried on the books at figures different 
from the actual economic values at the date of a financial statements is the result 
of what is known as accounting convention and represents one of the limitations 
to existing accountancy. Since the assignment of costs to revenue is the central 
feature of accounting, the problem with respect to how this shall be done is the 
central problem of accounting. This is so because the estimate of what portion 
of a given expenditure is to be considered a deduction from current revenue and 
how much is to be carried forward in the books and statements as an asset of 
the enterprise will affect the stated amount of the earnings as well as the stated 
amount of the assets and the capital. 

The problem that confronts the accountant regarding the allocation of 
expenditures as between assets and deductions from revenues is treated to a 
considerable extent by the adoption of a series of conventional procedure. The 
allocation is affected in some instances in a very simple way. For example, the 
portion of the amount expended for postage stamps which is to be considered 
an asset is determined by an inventory of stamps in hand measured at face 
value. The difference between the total recorded expenditure for stamps and 
the inventory constitutes the postage expense for the period. 

With respect to such items as stationery on hand, the question arises as to 
whether they should be stated at cost or at the market price at the date of closing 
the books, if market price differs from cost. The conventional rule is that 
such items shall be stated at cost. In the case of the inventory of merchandise, 
convention provides various methods from among which the accountant may 
make a selection to suit the requirements of the business. Among these methods 
are found : (1) at the lower of cost or market (2) at cost, (3) at market and 
other methods. Fixed assets are generally carried on the books at cost plus 
improvements and less depreciation, that is on the basis of recorded facts. This 
basis often provides a figure which is higher or lower than the current economic 
value. These assets should not be measured by a periodical appraisal since the 
conclusions would be doubtful, owing to changes in prices and in the psycho¬ 
logical attitude of the appraiser. 
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Accordingly, certain conventional method*J^of^ssel' 0 Th«e 

j-r- 

ta the balance 

Sbeet The measurement of receivable is a.«, affecudby a -nvemiona^ method 
similar to that used in the jJloltetfaMe accounts and bills receivable, 

income accordingly. 

The three essential elements of convention are : 


(1) Consistency 

(2) Conservatism 

(3) Materiality 


1. Consistency 

adopt^S^^^ 

S3? 

ciation on this asset under the same method. If the company later on switc 
over to diminishing balance method of charging depreciation, then comparison 
of its accounting figures from one year to another would bccom itmcun. f 
other example is the valuation of inventory. There are different methods ot 

valuing this asset viz., 

Actual cost based on Lifo and Fifo methods. 


Average cost. 

Standard cost. 

Market price. 

If the company has adopted actual cost based on Lifo method, it should 
adhere to it. Suppose it changes over to market price subsequently for valua¬ 
tion of inventory, it will distort the figure of profit and comparison ot protit 
from one year to another will be misleading. The essence of the clement ot 
consistency in accounting is very well made out in this case. 


2. Conservatism 


The element of conservatism in relation to accounting conventions may be 
stated as follows. “Anticipate no profit, and provide for all conceivable losses.” 
On the basis of conservatism the value of closing stock for preparing final 
accounts is shown at cost or market price whichever is lower. 

The following example will show how conservatism pays in the long run. 
A company has taken a contract of Rs. 10,00,000/- for the construction of a 
building in one year. The work commenced on 1st April 1977 and is to be 
completed by 31st March 1978. The company closes its books of account on 
31st December every year. There is a penalty clause for late completion of the 
work @ of Rs. 5,000/-per month. On 31st December 1977 only half of the 
work could be completed and was certified by the architect. Due to labour 
trouble and difficulty in procuring cement, bricks and iron, it was estimated that 
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the work would take six months more for completion and will not be finished 

by 31st March 1978 as provided in the contract. 

According to the agreement the company will have to pay a penalty of 
Rs. 15,000/- @ Rs. 5,000/- per month for the late completion of the work. 
Conservatism demands that the company should make provision for the con¬ 
ceivable loss of Rs. 15,000/-. A worker has also sued the company for claiming 
compensation of Rs. 5,000/- under the Workmens Compensation Act. The 
case has not been so far decided by the court, but the company must also make 
provision for this liability. In case if the work is completed earlier and the 
claim of the worker is not upheld by the court, which will naturally reduce the 
estimated loss to the company, it will not lose anything by providing tor all 
liabilities, which have not occurred to that extent.* 

The cost of half of the work completed as on 31st December 1977 as 
revealed by the books came to Rs. 4,50,000/- and the amount received for half 
of the work certified was Rs. 5,00,000/-. Thus the estimated earnings of the 
company would be Rs. 50,000/-. Conservatism demands that the company 
should not show this amount as profit on this contract for the year ending 31st 
December 1977. This profit may not result due to the following reasons : 

(1) Increase in wages due to the frequent labour trouble which disrupts 

the work, 

(2) Increase in the cost of other inputs, 

(3) Provision for penalty arising out of late completion of the work, 
and 

(4) Lastly compensation claimed by a worker. 

If for the above reasons the estimated profit of Rs. 50,000/- is not taken 
into consideration in preparing final accounts of 1977, and if these contingen¬ 
cies do not take place or their impact is lesser, the company will not lose any¬ 
thing, but will surely gain by way of its improved financial position. 


3. Materiality 

The accountant does not record a great many events which are so trivial 
that the work of recording them is not justified by the usefulness of the results. 
This can better be explained by taking an example. A new lead pencil is an 
asset to the business. Every time the pencil is used its value decreases. In 
theory the business can ascertain every day the number of partly used pencils 
which it owns and to show the depreciated value of these pencils. But the 
labour and time involved for this insignificant matter will be huge and no sensi¬ 
ble accountant would think of doing this exercise. 

There is no line of demarcation between significant and insignificant 
events. Much will depend on the common sense of the accountant and the 
policy which is followed by the business concern. 


Postulates 

Accountants make various assumptions that implement the conventions 
they have adopted. Such assumptions are : 

(1) The enterprise for which the accounting is performed will remain in 
business. The rupee amounts shown in the balance sheet are, there¬ 
fore, going concern values. 

(2) The value of money, that is, its purchasing power is constant. 
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required to produce the item sold. 

they could be replaced. 

Personal Judgments 

Although the procedure for stating how much of a 
U to be assigned to revenue and how much is to be carried forward as an asset 
is governed by conventions and postulates the apphcait.on ofthese =°" ve nUons 
and postulates depends on the personal judgment of the aceountont. Even 
though the intentions of accountants are of the best the human ™ J “°.f 

ment nlavs an unconscious part. Very different conclusions are frequently 
reached by perfectly honest and capable individuals on the 
facts. Let us see how judgment enters into the estimationlofthree items 
valuation of inventory, the determination of a reserve fordoubtful debts an 
the determination of the rate of depreciation to be charged on the various 
classes of the fixed assets. 

Valuation of Inventory : The inventory could be carried at cost or market, 
whichever is lower, and still have widely different valuations depending upon 
the method of computation; first in first out, last in first out, average cost, 
standard cost, base stock, and so forth. In every case someone must decide 
which method of valuation will be used. That particular method will affect the 
valuation of the inventory in the balance sheet, the cost of goods sold, and 
hence the net profit in the profit and loss account. 

Reserve Doubtful Debts : The amount of reserve to be set aside for doubt¬ 
ful debts is likewise an exercise of judgment alone, based perhaps on past 
experience. 

Depreciation : When it comes to depreciation, judgment enters into two 
necessary decisions. First, the rates of depreciation to be used on the various 
types of fixed assets, and second, the method of depreciation to be used. The 
rate of depreciation, which is based upon the useful life expectancy of an asset, 
is an engineering rather than an accounting problem. Useful life expectancy in 
itself is a generality. The method of depreciation selected will give different 
values to assets over the years and different charges to profit and loss account, 
even though the same life expectancy is used. 

“One might question the usefulness of statements whose fairness rests so 
heavily upon judgment rather than upon demonstrated facts. But as against 
such doubts it should be borne in mind that the judgment employed is an in¬ 
formed one. It is concerned with actualities and does not descend to mere 
imagination. The statements reflect the considered judgment of prudent 
businessmen as to proper interpretation of all the pertinent information relating 
to the transactions involved .” 1 


1. American Institute of Public Accounts, Audits by Certified Public Accountants : 
Their Nature and Significance (New York, 1950), p. 13. 
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Rupee Measurement 

It is evident that the rupee amounts stated in a balance sheet are to a 
large extent historical records of prices at which transactions have taken place 
in the past, and these historical rupee amounts are periodically adjusted accord¬ 
ing to certain conventional rules implemented by various postulates and applied 
by the exercise of judgment. The stated rupee amounts are not necessarily in 
agreement with values in the economic world. By the same token, the net 
profit or loss staled in a profit and loss account, which is affected to a consider¬ 
able extent by the same procedure as the balance sheet, is not a precise measure 
of profit. 

The statement of the fact that the accounting measurements are on a 
conventional basis and not values in the economic world is not a criticism of 
accounting. The very nature of the problem makes it necessary for the 
accountant to proceed as he does. He has no magic powers of foretelling on 
the last day of an accounting period how many rupees of receivables will not be 
collected or on what date the useful life of a machine will end. It is, therefore, 
necessary for him to follow the next best procedure and use estimates based on 
the experience of the accouting profession. Accountants are seeking ways of 
improving their methodology and are formulating refinements in accounting 
procedure. One of the phases of their work in which accountants have become 
increasingly interested is the problem of measurement. The problem of measure¬ 
ment in terms of money is a leading one in economics as well as in accounting. 
There is a distinction between value-in-use and value-in-exchange that is, bet¬ 
ween the value of an object to its owner using it and its value in the market. 
The fixed assets provide an illustration of the first kind of value. These assets 
are used in the business and are stated at their cost less depreciation to date, 
the difference being their going concern value to the business. The merchandise 
inventory affords an illustration of valuc-in-exchange, for the accountant 
commonly states the inventory with reference to prevailing market prices. 

Many bases for valuation of property are used in modern business. A 
building owned by a business may, for example, have many different values; an 
accounting or going concern or book value, an assessed value for tax purposes, 
a market value, and replacement value. Each of these values might be different 
from the other. The answer to the question, what sum of money should be 
assigned to any given asset, depends on the purpose for which the record or 
estimate is to be used. It follows that if the word value is used, it should be 
qualified by an adjective to indicate the purpose of the valuation. Thus, there 
is a book value, a market value, a replacement value, and so forth. There is no 
such tiling as absolute or real value. 



mitations of Financial Statements 


The discussion of the nature of the financial statements develops, as a 
corollary, an appreciation of their limitations. Four important facts with respect 
to the limitation of the statements are : 

1. Precision of the financial statement information is impossible because 
the statements deal with matters that cannot be measured precisely. The data 
are produced by conventional procedures developed by the accounting pro¬ 
fession through many years of experience and generally applied by informed and 
prudent judgment. 

2. The statements do not show the financial condition of a business, 
since there are usually many factors external to the business that have an im¬ 
portant bearing on financial condition which are not part of the financial state- 
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principle of consistency? If so, how? 

Diploma in Fiance, for Technologists and Managers 1977 (Punjabi). 

(3) What arc the limitations of Financial Statements? 

*, js, fett-ss^MEasa:« “ ® 

is known as Accounting Convention, Comment. 

(5) “It is generally believed that a profitable company is necessarily a cash rich 
company.” 

Do you agree with this Statement? 

7 




CHAPTER IV 


CONSTRUCTION OF THE BALANCE SHEET WITH PARTICULAR 
REFERENCE TO THE COMPANIES ACT 1956 


Before the twin financial statements can be interpreted, it is necessary to 

understand the general principles governing their construction. The better the 
working rules of their construction are understood, the more can be gleaned 
from the analysis of financial statements. In order to understand the cons¬ 
truction of the balance sheet and how the various elements which constitute it 
are put together, the following points need consideration. 

1. The extent to which good accounting practice is likely to have been 
employed. 

2. A knowledge of how the asset values have been arrived at. 

3. The method of purchasing the assets. 

4. The probable changes in the value—appreciation and depreciation— 
that have occurred but that have not been recorded in the books. 

5. The honesty and temperament of the management. 


Contents of Balance Sheet 

A balance sheet is divided into three parts—the assets, the liabilities and 
the capital (also termed net worth). The assets are divided into four groups and 
the liabilities into two groups. The four groups of assets are : (1) fixed assets, 
(2) current assets, (3) miscellaneous assets, and (4) fictitious assets The two 
groups of liabilities are : (1) current liabilities, and (2) long-term liabilities. 
A fundamental understanding of these various classifications of items is 
absolutely essential for any sound analysis of financial statements, especially 
as no widely used uniform system of classification has been developed by the 
accounting profession upto the present time. 


'Arrangement of Assets 

Let us now turn to the assets side of the balance sheet. Here we find 
marshalled the property or possessions of the company and also those items on 
which capital has been expended, but which may have no monetary value. It is 
customary to arrange the assets so as to show either (1) the order in which they 
would be used to satisfy business liabilities, or ( 2) their relative position of 
permanency in the transactions of the company. The first order is adopted 
chiefly by concerns whose operations are for the most part in cash, such as 
banks and finance companies. The large majority of companies however, set 
out their assets in the order of their relative permanence, beginning with land, 
buildings, etc. and ending with cash. There is little to choose between the two 
forms, but what is of importance, is that the items should be so arranged as to 
enable the reader readily to distinguish the nature of the groups which make up 
the total. 




Assets 

Fixed assets are those which are incidental to production, such as land 
and building; plant and machinery. They are of such a nature that they will 
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be used over a considerable period of future 

"These assets are in fact revenue «Expenses ” ,P One of the roost vital points 
matching with the revenue as costti or experts^ of these assets have been 

in understanding is a >«£Wledge * , show lhe financial condition on a 

arrived at. The object of the balance sheet ut ^ red . This 

certain date , yet the asset values sho»cost « ctical difficulties since the 
variation from using the current values is duej m P pr|Ces and in the phychologi- 
conclusions would be doubtful owing ' cha "® bta jn ing disinterested and useful 
cal attitude of the appraiser. Tht coslot om* relative both to the profits 
appraisals at annual interval would often be high, now be appreciated 

and to the usefulness of the information.®^'"“ a i,y s hows the fixed assets at 
that the balance sheet of a conUnumg buwnew usu Uy u fetch jf sold a t the 
their value as profit ^ing units and not at of the property at the time 
date of the accounts. The value shown is drtenninedby market conditions 
acquired. This amount, it ,s . This rule like other accounthng 

and consequently is not of an arb ‘ l . r ^ n th ' than logical consistency and gas 
principles is one of practical J manipulation by an interested manae- 

certain virtues. It prevents arbitrary mantpuiMo j { of i 0SS when 
meat. It makes possible more accurate determ Jton P ub . ect t0 a lowering 

the asset is finally deposed of , Many ‘, ia “ ons b ut due to depreciation, 
of value that is not due to market price flue tiatio , Iit -a f b , to show 

each^of the Uc'm^under fixed assets^naj^be ffisjdayed° hi^the balance sheet as 
follows: 


Plant and machinery at cost 

as per last balance sheet 

Additions during the year 

Less sales during the year 

Less depreciation written off in previous years 

Less depreciation on machinery sold 

Less depreciation during the year 


The method of purchasing the assets is of '™P° rt * nce t0 anl 
Property may be purchased with cash, with property other’‘han cash or with 
shares and debentures issued by the company. Where the 

it is usually safe to assume that the assets which the company has obtained have 
a market value fully equal to the amount paid. In the case of assete obtained 
in exchange for other property or for securities, the valuation is set by the 
management and may be highly exaggerated or ultraconservative, according to 
the temperament and motives of those incharge. 


Current Assets 

“Current assets are such assets as in the ordinary and natural course of 
bussiness move onward through the various processes of production, distribution 
and payment of goods, until they become cash or its equivalent by which debts 
may be readily and immediately paid.” 2 They are cash in hand and at bank, 
temporary investments which are readily convertible into cash, bills receivable, 

1. W.A. Palon and A.C. Litileton, An introduction to Corporate Accounting 
Standards, p. 81. 

2. Alexander Wall, How to Evaluate Financial Statements (New York, 1936), p 11 
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trade debtors, stock of finished goods, wrt :in-prog«« « d w “aterial^M 
these items, with the exception of temporary 

securities which are the equivalent of cash, are convertible into cash by 
successive steps in the normal operations of a business. Each item must 
judged strictly in relation to the balance sheet in which * 
stock of an engineering company might consist in part of machinery manu 

factored for sale (current asset) but in the balance ******* Sf^*5ant°(£wd 
it for production, the same machinery would appear as part of the plant (fixed 
asset) P In the case of valuation of stock the most important exception to the 
rule of valuation at cost is found. Although cost may be used for this item, 
the use of cost or market price, whichever is the lower of the two, seems to be 
the most common rule. Another point to note is that 

trade need be obtained independently of the accounting records by actual 
physical count. 

In case of sundry debtors, the balance sheet should distinguish between 
trade debts and other amounts owing to the company. The amount estimated 
to be doubtful of collection should be provided for by a reserve and the same 
shown in the balance sheet as deducted from the total book debts. 


'f. 


d Assets 


Those current assets which are readily convertible into cash and are 
available for discharging liabilities or meeting contingencies, such as cash in 
hand cash at bank and investments of an easily realisable nature are termed 
“liquid assets.” Investment is a mystery item; a detailed break-down, showing 
how each part is valued, must be given. 

^Kiating Assets 

Floating assets are those current assets which are produced or purchased 
in the course of business and held temporarily, the ultimate intention being to 
convert them into cash, such as inventories representing materials, work-in- 
progress, finished goods, trade debtors and bills receivable. 

/Miscellaneous Assets 

They are like the odd pieces of furniture that go to furnish a home, not 
absolutely essential so far as liveability is concerned but necessary to round out 
the picture. They consist of a variety of items, the more common of which are 
the following : 

1. Cash surrender value of life insurance. 

2. Due from directors, officers and employees. 

3. Deferred charges and prepaid expenses. 


/ 


/intangible Assets 




Fixed assets may be either (a) tangible, or (b) intangible. The former 
have a definite physical existence. They can be seen and can, if necessary,- 
be sold separately. The intangible assets cannot be seen though their 
existence has some effect, often very material, on the profit-earning capacity of 
the business. While the tangible assets often have a value as things apart from 
their profit-earning capacity, the intangible assets usually have no physical value 
whatever. They are not available for the payment of the debts of a going 
concern. They depreciate greatly incase of liquidation. The value of many 
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intangible assets such as patents, trade marks or them^They 

caVand the ordinary methods of deprecation cannot^e moduc s produced and 
may increase in value owing to the demand forproduct : a new 

marketed under them, or the.r value may v^h ^most in a n.ght lhcre is 

or improved patent is registered; a change in public taste taKes p 
a cessation in the demand. The only satisfactory they 

assets is to revalue them periodically and write down the account t in 

stand in the books when such revaluation shows a r ^uc e d figu s u own to stand 
no appreciation would be taken into account should they now be shown 
higher in value than before. 

The most common feature of this group is goodwill. It should not be 
shown in the balance sheet at a figure more than its cost price; in oth «zr 
it should not be written up because the business ™ £ * 

that the company is in a position to reduce or write ofT goodwill is in itsen a 
good proof that the goodwill is alive and of value. The writing off such a set 
is one method of retaining profit in the business and thus a cheap way 
conserving its working capital. 




itious Assets 


Sums which have been expended and which are really expenses, but which 
owing to their nature should not or cannot be charged conveniently against the 
period in which the money has been paid. While this deferred benefit is lrca J c . d 
in the same way as an asset, yet the fact remains that the amount so recorded is 
an actual loss which has been incurred, and if anything happens to cause the 

business to go into liquidation nothing whatever can be recovered from such 

items. The fictitious assets usually met with and which must be disclosed in the 
balance sheet of a company as long as they are outstanding arc preliminary 
expenses, expenses incidental to the issue of capital and debentures, commission 
paid on the issue of shares and debentures, and the issue of shares and debentures 
at a discount etc. 


A 


abilities 


The items on the liabilities side are of two kinds: those representing claims 
of creditors and those representing the claim or equity of the owner. The former 
shows the debts which are owing to the public, such as debentures, trade 
creditors, bills payable, etc. The owner’s claim or equity is not for a fixed 
amount but is the value remaining after the subtraction of the debts from the 
assets. “If any of the assets change value, it is the owner’s equity that registers 
a corresponding change on the opposite side of the balance sheet. In this way 
the contributions of the owners of a business serve as a financial shock absorber 
for the creditors, providing them with what is often referred to as a margin of 
safety.” 1 


^Current Liabilities 


They are short-term obligations generally due and payable within one 
year. Their liquidation or payment requires the use of existing resources 
properly classified as current assets. Such obligations arise out of the trading 
operations of the business, and include (a) sums due to creditors for goods 
supplied or services rendered ; (b) amounts accrued in respect of expenses such 
as wages, salaries, electricity supplied and (c) amounts accrued for interest on 


1. H. G. Guthmann, op. c/7., p. 26. 
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secured and unsecured loans, provision for taxation, dividends declared but not 
paid, etc. 


/ 


Long-term Liabilities 


Long-term liabilities consist of mortgages, bonds, deposits, and debentures, 
which are payable after the expiry of some lengthy period. They should be 
shown separately in the balance sheet, as their effect on the financial position of 
the undertaking is quite different from that of the current liabilities. In the case 
of companies, the most popular type of long-term loan is usually secured by the 
issue of debentures. The balance sheet should explicitly state the nature and 
issue of debentures, the rate of interest thereon, whether the debentures 
are redeemable within a given time and what provision has been made for 
the redemption of such a funded obligation. It is very desirable that the 
maturity dates of outstanding issues of long-term liabilities be given in the 
balance sheet. 


/. 


Reserves 

They have been classified into three categories : Reserves that (1) 
assets; (2) are actual liabilities; and (3) are surplus. 

(l)/feeserves offsetting Assets 


offset 


In the matter of showing the accumulated depreciation of fixed assets on 
the liabilities side of the balance sheet, it is considered preferable for the purpose 
of analysis to show it as a subtraction from the asset itself. '1 his treatment helps 
to show the nature of the reserve account by coupling it with the value of the 
assets that are wearing out. Other reserves of this class are those for obsole¬ 
scence, for anticipated loss on bad debts, and for discount to customers. 

(2) ^jfability Reserves 

The reserve for taxes and employees benefit etc. are examples of this type 
of reserve. It is not a true liability but a debt which will mature in a very short 
period. 

(3) ^Jieserves that are Surplus 

They are regarded as merely segregating a portion of the surplus or retained 
earning rather than reflecting the valuation of some assets or recognition of some 
liability. These reserves are but a memorandum which indicate that the retained 
earnings available for dividend purposes have been temporarily reduced. They 
are created for working capital, for improvements, for dividend equalisation, 
for sinking fund, and for such other purposes. 

Net worth 


They really represent the financial interest of the proprietors in their 
business and are also termed as net worth. In a company they consist of the 
sum of any or all the following items that may be found in a particular balance 
sheet: (1) equity share capital; (2) preference share capital; (3) capital surplus; 

(4) earned surplus ; (5) undivided profits. 
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class of shareholders can be known clearly. 

Contingent Liabilities 

At the close of the accounting period there^ f ^ c h^enaVni"athm”e“inight 

which are not entirely completed and in respect o i ^ ^ cas£ where bills 

possibly arise. A very good " amp ^r Samples are (a) when a law suit is in 
receivable have been discounted. Ofoettxaaip of partly paid shares, and 
progress, (b) some of the “e" 15 * e ' < ? C f° tu Te 0 na hire-pufehase agreement. 

aLvsssssxsras - - **> 

figures. 

Balance Sheet Form and Contents according to the 
Companies Act 1956 

A balance sheet is a pictorial rcpresentaUon {^understand 

company easily appreciatedl by Pf r ^ij conditions. It must give a true and fair 
commercial expressions and comrnc a s al , he en j of the financial year. The 
view of the state of affairs y ive a f air ’ ,hat is to say, an honest 

accounts must not only be true, but they u g j Jies lo reS erves and 

appraisal of the company sposition. This P^ l ^ u,a ^ c b ^ ancc sheet shall be in 

assess 

the assets side broadly represents its possessions. 




are Capital 


\ The first entry on the liabilities side .s about the s H ha ' e J, a P l, ^ 1 ^ 

company, and must show the authorised capital, the subscnbed cap'tal dc^ 

different types or classes of capital, e.g., equuy shares, 

terms on which granted, if more than one type are ISS . U ^;. ' ,e n "‘ e "‘° f luVlssue 
ment under each, and the extent to which each class is fully P “‘Vhonus sharcs 
of shares in cash, the issue for consideration other than cash and! b n ° n H? a S '' ar ' S f 
must be separately stated. Terms of redemption or c0nver5 ' 0 "' ‘ any d °' 
reedemable preference share capital to be stated, together with the earliest date 
of redemption or conversion. Particulars of any option on unissued share capital 
must be specified on the balance sheet. Calls unpaid should be detailed, part 
cularly so in the case of shares held by directors. The amount received on 
forfeited shares to be shown distinctly from the paid up capital, and added to 
the same, Any capital profit on reissue of forfeited shares should be transferee 
to Capital Reserve. 


Reserves and Surplus 


<r 


Under this head will be shown capital reserves and such reserves as may 
have been built up by way of appropriations out of undistributed profits. Additions 
and deductions since last balance sheet be shown separately under each of the 
specified heads. 
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Note very carefully the distinction in the Act between reserves and provi¬ 
sions, which have been interpreted in part III of Schedule VI. 

The expression “ provision ” shall mean any amount written off or retained by 
way of pvoviding for depreciation, renewals or diminutions in the value of assets or 
retained by way of providing for any known liability of which the amount cannot be 
determined with substantial accuracy. 

The expression “reserve*’ shall not include any amount written off or 
retained by way of providing for depreciation, renewals or diminutions in the 
value of assets or retaind by way of providing for any known liability. 

The expression “capital reserve” ^all not include any amount regarded as 
free for distribution through the profit and loss account and the expression 
“revenue reserve” shall mean any reserve other than a capital reserve. 


Reserves are classified into two categories, namely, capital reserve and 
revenue reserve. No positive definition of the reserve is given. A capital reserve 
includes amounts which are not regarded as free for distribution through the profit 
and loss account. They are nor available for distribution as dividends. A revenue 
reserve is one which has been created out of undistributed profits and is not a 
capital reserve. 

Note that debit balance on the profit and loss account must be set off 
against the general reserve (on the liabilities side) ; and where there is no general 
reserve it should be carried forward (on the asset side) to be set of against future 
profits. The reserves and surplus have to be classified distinctly as under : 

1. Capital reserves not available for dividend. 

2. Capital redemption reserve. 

3. Share premium account. 


/£ca 


4. Other reserves, specifying the nature of each reserve and the amount 
in respect thereof; less debit balance in profit and loss account 
(if any). 

5. Surplus, that is, balance in the profit and loss account, after providing 
for proposed allocations, viz., dividend, bonus or reserves. 

6. Proposed additions to reserves. 

7. Sinking funds. 


cured Loans 


This is also an important group heading among which debentures are the 
most important entry and the correct outstanding position regarding them 
including the nature of the security should be clearly exhibited. Loans and 
advances from banks, loans and advances from subsidiary companies, and other 
loans and advances should be distinguished and all cases where loans have been 
guaranteed by directors, a mention thereof should be made and the aggregate 
amount of such loans should be stated under each head. 

Unsecured Loans 

This heading will include amounts taken by the company on fixed deposits, 
loans and advances from subsidiary companies, and short-term or other loans 
and advances from banks and others (short-term loans including those which 
are due for not more than one year as at the date of the balance sheet). 


^ftarrent Liabilities and Provisions 

“Current Liabilities and Provisions” is a group heading which includes, 
besides sundry creditors, interest accrued but not due on loans, advance pay- 
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A. Current Liabilities : 


1 . 

2 . 

3. 

4. 

5. 

6 . 

7. 


Acceptances. 

Sundry creditors. 

Subsidiary companies. 

Advance payments and unexpired discounts 
value has still to be given. 

Unclaimed dividends. 

Other liabilities (if any). 

Interest accrued but not due on loans. 


for the portion for 


which 


B. Provisions: 

% 

8. Provision for taxation. 

9. Proposed Dividends. 

10. For contingencies. 

11. For Provident Fund scheme. 

12. For Insurance, Pension & similar staff benefit schemes. 


Contingent Liabilities 

A company must also disclose in the balance sheet by way of a foot-note, 
contingent liabilities, e.g., 

1. Claims against the company not acknowledged as debts. 

2. Uncalled liability on shares partly paid. 

3. Arrears of fixed cumulative dividends. 

4. Estimated amount of contracts remaining to be executed on capital 
account and not provided for. 

5. Other money for which the company is contingently liable. 



Fixed Assets 


Assets 


Turning to the assets side, the top heading is “Fixed Assets” under which 
should be distinguished expenditure on goodwill, land, buildings, leaseholds, 
railway sidings, plant and machinery, furniture and fittings, development of 
property, patents, trade marks and designs, livestock and vehicles, etc. Under 
each detailed head the original cost, additions to and deductions therefrom during 
the year and the total depreciation written off or provided for should be stated. 
Where sums have been written off on a reduction of capital or revalution of 
assets, or where sums have been added up by writing up assets, subsequent 
balance sheets should show the reduced or increased figure and the dates of 
reduction or increase in place of original cost. 

^Investments 

The nature of investments and mode of valuation of investments, viz., cost 
or market value must be clearly mentioned. Further, the" different classes of 
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investments must be shown under separate headings as under : 

(a) Investments in government or trust securities. 

(b) Investments in shares, debentures or bonds (showing separately shares 
fully paid up and partly paid up) and also distinguishing the different 
classes of shares. 

(c) Investment in shares, debentures or bonds of subsidiary companies. 

( d) Immovable properties. 


A list of investments separately classfying *trade investments and other 
investments should be attached to the balance sheet. Aggregate amount of 
company’s quoted and unquoted investments shall also be shown. 


^fKirrei 


rrent Assets 


Currents assets of company as distinguished from capital assets or fixed 
assets on which depreciation is allowed are to be exhibited separately. They 
would include: 


1. Interest accured on investments. 


2. Stores and spare parts. 

3. Loose tools. 

4. Stock-in-trade (the amount in respect of raw materials should be stated 
separately where practicable. Mode of valuation of finished stock 
shall be stated. 

5. Work-in-progress (mode of valuation should be indicated). 

6. Sundry debtors : 

(a) Debts outstanding for a period exceeding six months. 

(b) Other debts. / 

Less : Provision. 


7. Cash and bank balances. 

Under sundry debtors a separate mention should be made of: 

1. Debts considered good and fully secured. 

2. Debts considered good and unsecured. 

3. Debts considered doubtful or bad. 

4. Debts due by directors (stating the maximum amount due at any time 
during the year). 

5. Debts due by officers (stating the maximum amount due at any time 
during the year). 

6. Debts due by firms in which any director is a partner. 

7. Debts due by private companies in which any director is a director or 
member. 

8. Debts due by companies under the same management, stating the name 
of each company. 


T- 


and Advances 


The heading “Loans and Advances” on the assets side like the heading 
Current Liabilities” exhibits amounts for which the company should take 


Not; : *A '‘Trade Investment" means an investment by a company in the shares and 
debentures of another company, not be.ng its subsidiary for the purpose ot 
promoting the trade or business of the first company. 
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credit, e.g., advances and loans to subsidiaries 
recoverable, e.g., Rates, Taxes, Insurance, etc.. 


bills of exchange, advances 
balances with Customs, Port 


Trust, etc. 


Miscellaneous Expenditure 

jAnSrS-gSgSgs 

interest paid on capital during construction, development «P endl , tu din 
adjusted and other items specfying natu^^ The in t ,J 

“Profit and Loss Account” should exhibit loss, n any, came 
account, after deduction of the uncommitted reserves, it any. . 

Note : If in .he opinion of the Board any of .he cuiren,as*<s, 

not a value on realisation in the ordinary course of bl j s, nj: ss ** Q r .h al 

amount at which they arc stated, the fact that the Board of Directors is of 
opinion shall be stated. 

% 

EXERCISE 

(1) “Before the twin financial statements can be interpreted, it is *J®ccssary t° undcr- 
' stand the general principles governing their construction. Comment 

(2) What are trade investments ? How do you distinguish them from investment in 
shares of subsidiary companies ? 

(3) What classification of sundry debtors is laid down under schedule VI Part I of 
the companies Act, 1956 ? 


(4) Distinguish between : 

(/) Provision 
(//) Reserve 
(///) Capital Reserve 

(5) What are contingent liabilities and how the same are recorded in the balance 
sheet ? 

(6) “Balance Sheet is a pictorial representation of financial health of a company on 
a certain date” Comment 




CHAPTER V 


CONSTRUCTION OF THE PROFIT AND LOSS ACCOUNT WITH 
PARTICULAR REFERENCE TO THE COMPANIES ACT 1956 

Importance op Profit and Loss Account 

The Balance Sheet, as we know it, is a pictorial representation of the 
financial health of a business on a certain date. “It fails to indicate whether a 
concern is making or losing money. This financial statement merely indicates 
the resourcse and liabilities of a business enterprise at a particular date, in 
short, the balance sheet is nothing but a snapshot of the financial condition of 
a business at a given moment.” 1 But changes are constantly taking place, and 
a summary of the operations that occur between the construction of the 
periodic balance sheets is necessary. The profit and loss account summarises 
those transactions in which there is a loss or gain for the owners of the business. 
Such a statement of the operations of an enterprise is a historical record for a 
past period, and in it lies all the romance of industrial and commercial efforts 
to create real wealth. It is useful (1) to the management desirous of critically 
analysing the past, and (2) to creditors and investors anxious for a basis upon 
which to forecast more accurately the future of the business. The recent trend 
of shifting attention from the matter of a series of positions of a business m 
the balance sheet to the stream of activities in the profit and loss account has 
made the construction of the account more important. 

According to the nature of its business, the profit and loss account in the 
books of a company is commonly divided into three sections—a trading or 
manufacturing account, a general profit and loss account and an appropriation 
account. The object of the trading account is to determine the gross profit 
derived during the year, which in the case of trading concern roughly represents 
the excess of sales over purchases, and in the case of manufacturing company 
represents the excess of the proceeds over the costs of manufacture. Charges 
against profit and appropriations of profit are usually distinguished in account¬ 
ing parlance. The former represents debit against income so that the final net 
profit may be computed correctly, while the other covers directors’ proposals 
regarding allocation of divisible profits. 

Trading or Manufacturing Account Section 

This section begins with gross sales for the accounting period, from which 
are deducted returns and allowances to give net sales. From net sales the Cost 
of goods sold is then deducted to arrive at the gross profit. The percentage of 
gross profit on net sales indicates to the analyst whether the average mark-up 
on merchandise sold is sufficient normally to cover all expenses and to show 
a profit' 

Gross Sales 

This term refers to the aggregate selling price of all merchandise and services 
that have been sold during a given accounting period. The cash and credit 


1. T.G. Rose, The Internal Finance of Industrial Undertakings, London, p. 36. 
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j es should be shown separately 

Returns and Allowances . 

Gross sales exceed net sa.esbythea.ountof -tu-s and allowances a 

“ s meeting the resonable requirements o e reduC e lhe rece ipts from 

ot ” “ s, °” er 

fidence decreases. 

Net Sales 

The deduction of 

volume of net sales. The amount o et sa d „ js the ke y figure in the 

on which a profit is “™* the computation of the turn- 

profit and loss account. It must.be: h 1 jtali t hc turnover of the net 

over of inventory, ‘XrNnn neriod ratios that 8 have been found essential in 

Cost of Sales 

The invetoryat the beginning J ft= SfSSwtACe.rtX 

ft*#* "1.™gnS Sgra. JSL*S 

the following period will show profits that are decreased from the actual by 
amount of overstatement at the close of the previous period. 

“The closing inventory is of much greater =1“ 

determining the net profit for an accounting period than it s in determining 
the balance sheet position. An error of a five per cent in the total of the 
closing inventory, for example, may not be of major importance in reference 
to the current assets in the balance sheet, the rdationship of net sales to in- 
ventory, or the relationship of inventory to net working capital, hut such an 
error in the profit and loss account may cut the profits to half or double 
them.” 1 

Gross Profit 

The gross profit is derived by deducting the cost of goods sold from the 
amount of net sales. The gross profit percentage of net sales is a most valuable 
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figure in comparative analysis of concerns in the same line of business. This 
ratio answers the question: “Is the mark-up on cost to selling price sufficient to 
show a profit in a highly competitive business world ?'* The importance of an 
accurate calculation of the gross profit rests upon the fact that if any given 
business concern cannot earn the natural gross profit, it will not become a 
success. The concern with higher percentage gross profit is well on the way to 
higher percentage net profit. 

General Profit and Loss Account Section 

The gross profit having been ascertained would be tranferred from the 
trading account to the profit and loss account and against this gross profit would 
be set off various expenses incidental to the conduct of the business, and pro¬ 
perly belonging and chargeable to the trading period. These expenses in a 
detailed statement are broken down with many sub-divisions under office and 
administrative expenses, financial expenses, maintenance and depreciation and 
selling and distribution expenses. 


Office and Administrative Expenses 


Salaries .-—Under this item would be included salaries of the clerical staff 
and of managers. The whole of the salaries for the period under review must 
be brought in, and for this purpose salaries, if any, due and not paid must be 
duly provided for. 


Wages The direct wages will appear in the manufacturing ort rading 
account. Wages due and not paid must be provided for. 

Rent and 7bxe5:—This item would include office and warehouse rent and 
municipal and other taxes. It must be seen that the rent for the trading period 
is brought into account, and if there is any outstanding, the same should be 
duly provided for. If the amount paid for rent or municipal or other taxes 
extends over a period beyond the date of the financial close, only the amount 
relating to the period covered by the accounts need be charged to profit and 
loss account and the balance representing a prepayment should be treated as a 
temporary asset in the balance sheet and carried forward to the next year’s 
books. 


Legal Expenses :—The legal costs incurred during the period and the bills 
of costs received should be shown under this item. Where any litigation is 
pending an estimate of the costs must be provided for. 


, A ? rmt jsp and Stationery:— Ordinarily, small amounts expended under this 
head tor office stationery and printing are treated as business expenses and 
t0 P ro ^ t and * oss account each year. There are businesses, however, 
which have always a large stock of valuable catalogues and other printing 
matter and stationery unused at the end of each financial year. Such a stock 
must be valued on a conservative basis and be brought into account as an asset 
in tne balance sheet. 


. . Insurance:— This item would include premiums paid against fire or marine 

i ?£ on bus,n 5 ss - Such payments usually cover one year’s 

risk from the date of payment and if such payment extends beyond the financial 

amount rt e t C? K S ^f djUStm u ntS ,n rcg ¥ d to the prepayment must be made, the 
balance sheet bUtab C t0 the succeed,n S period being shown as an asset in the 
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Financial Expenses 

Interests :—Interest receivable and interest P^ 1 *"“^hidebit’side of 
separate items, the former on '^ ' d '“7;%blc should be f Cal- 

ST&S'SSS accrued 

and tTeouWaSTiabmty on thU account, if any, should be: brought 

Cash Discount: While showing ,h,s '^ount L again, and dis- 
SSS5.S ^debit^e £ MS* than strike a balance and shov, 
it on the one side of the profit and loss account. 

Maintenance and Depreciation 

Repairs and Renewals:-M\ amounts expended in shape■ of r * pal ” 0 a ", d 
“deferred revenue expenditure. 

Depreciation :—In order to arrive at the true profit! a °‘ 
a given period, it is necessary that such a gradual decrease in the value oi a 
asset, due to wear and tear, expiration of tune °r Permanent fall m the market 
value must be provided for. The provision made for **P™'**™’'* ^ ™ 
of the fixed assets and the method adopted therefor must be explicitly give . 


Selling and Distribution Expenses 

They include all salaries of those engaged in the distributing end of the 
business, salaries of salesmen and wages of employees in the sales department. 

It also includes commissions for selling, travelling expenses of salesmen, adver¬ 
tising, cost of samples and catalogues, packing charges and carriage outwards, 
etc. 

Provision for Doubtful Debts :—Sundry debtors must be thoroughly scruti¬ 
nised in order to ascertain the extent of losses which may take place due to bad 
debts. The provision for doubtful accounts must be properly made. 


Extraordinary Charges 

To the net profit or loss from normal operations, there are now added 
such credits or deducted such debits as might have arisen outside the normal 
operations of the business. These items are usually grouped under two captions- 
income credits and income charges. Income credits are of wide varieties, inclu¬ 
ding, among other items, dividend and interest received on investments, profit 
on securities sold, profit on sale of fixed assets, royalties, income from rented 
properties and tax adjustments. 

Income charges are of three broad types. The first type represents items 
not connected with the ordinary or normal operations of a business such as 
losses on securities sold, losses on disposal of fixed assets, provisions for contin¬ 
gencies etc. The second type represents operating expenses of prior years which 
came to light during the current accounting period such as inventory shortage, 
additional taxes, and payment for legal services in prior years. The third type 
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represents extraordinary items of operating expenses during the current account¬ 
ing period such as expenses for guards and the transportation of non striking 
employees in case of a strike. 

The figure of net profit is the measure of ability, skill, aggressiveness and 
ingenuity of the management to operate a business successfully for its mam 
purpose. Into this one final mathematical figure are translated the operating 
policies of the executive staff in connection with the primary purpose of the 
concern. 


Profit and Loss Appropriation Account 

The balance of the profit and loss account being net profit or net loss is 
carried to profit and loss appropriation account. From such profit, allocations 
are made to general reserve, dividend equalisation fund, plant extension fund, 
development fund, etc. Provision is made for the redemption of liability and 
the repayment of share capital. The dividends paid or pioposed to be paid are 
also a charge against these profits. The final balance of this account is trans¬ 
ferred to balance sheet. 

The construction of the profit and loss account on the above lines is highly 
necessary for a satisfactory analysis. An improper and confusing mixture of 
items often exists in published accounts. The management for an efficient con¬ 
duct of the business needs classified and correct information under distinct 
heads. The exact form of profit and loss account will have necessarily to 
depend on the nature of the business and the quantity and quality of the infor¬ 
mation the proprietors of the business would seek to obtain from the account. 
But in any case it is essential for the account to be so drawn up as to disclose 
the fullest information at a glance, as also to enable an easy comparison to be 
made of the various expenses and the sources of income with similar items of 
the previous periods. 

The Companies \ct lays down that the profit and loss account (a) 
shall be so made out as clearly to disclose the result of the working of the 
company during the period covered by the accounts, and (b) shall disclose every 
material feature, including credits or receipts and debits or expenses in respect 
of non-recurring transactions or transactions of a special nature. 

Except in the case of the first profit and loss account, the annual account 
should show the corresponding amounts for the preceding financial year against 
each entry in the account. In order to ensure a full disclosure of the trans¬ 
actions with which directors may be connected, the profit and loss account must- 
specially show the interest, if any, payable to them on any account, amounts 
payable to them as fees, commission or otherwise for services rendered in any 
capacity, any compensation paid to them and any pension or gratuity drawn 
by them. 

The profit and loss account shall set out the various items relating to the 
income and expenditure of the company arranged under the most convenient 
heads; and in particular shall disclose the information as in Appendix I, in res¬ 
pect of the period covered by the accounts. 


APPENDIX I 

PROFIT AND LOSS ACCOUNT FOR THE YEAR ENDED.19... 
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AND LOSS ACCOUNT 
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Managerial remuneration : 

paid to the Directors Con,d. nex, page 



(including managing direc¬ 
tors), or managers. 
Direcvors fees 
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EXERCISES 

(1) -The figure of Net Profit is the measure of ability, skill, 

ingenuity of the management to operate a s “^®?/Ji" y D 5- cies of the* executive in 

this one final mathematical figure are translated the operating policies ot tne 
connection with the primary purpose of the company. Comment 

Loss Account.” 

Do you agree with this Statement? 

(3) Explain 

(i) Income credits and 
(ii) Income charges 

(4) Draft a pro-forma for recording particulars of |foodsL'"!"V ( ?5l“ red by Way ° f “ 
foot-note in the Profit & Loss account as required under the Companies aci. 

(5) Profit & Loss of a company is divided into three sections. What is the objective 
behind it ? 


CHAPTER VI 


SHORT TERM ANALYSIS : WORKING CAPITAL POSITION 

=S5£C€p5'Sf|fl:|g 

sufficient to maintain its fund of resources►devoted.to^ the Proauci^p ^ 
cess,to provide for the necessary growth and development of the c ^productive 

A driver consulting a road map for the best route to h,s destmat.on must know 
his present location. 

For analysis the balance sheet can be divided into two sections. The first 
has to do with the assets which are constantly changing f ^.^.^ th ^ n S d h ° t L 
term liabilities. The second includes fixed assets the fixed 
ownership interest. The first section may rightly be called r “ 

capital section because at one time the funds of the business are tied up» in stock 
of goods ; later the goods are sold, and there are trade debtors, who are su sti- 
tuted for bills receivable and finally turned into cash, at which time the cycic 
is ready to begin again. The assets engaged in this short operating cycle are 
known as current or “circulating" assets. Current assets include all those assets 
that in the normal course of business return to the form of cash within a short 
period of time, ordinarily within a year, and such temporary investments as; may 
be readily converted into cash upon need. The short term or current liabilities 
on the other side of the balance sheet are closely related and include those debts 
that mature within a year. 

Working Capital Requirements of a New Company 

A reasonable proportion of the working capital which is required on a 
long term basis should be included in the financial plan of a new company. 
There is a general tendency in Indian industries either to ignore it or under 
estimate it, resulting in difficulties due to shortage of working capital. A safe 
estimate of the working capital has to be made having regard to : 

(£1. The nature of the industry and size of the company; 

2. Operating cycle ; 

The business practice in that industry ; 

The company’s production policy ; 

Its rate of growth ; 

The state of the economy ; 

The extent to which the company is subject to seasonal fluctuations. 

A public utility requires a large amount of fixed assets to generate elec¬ 
tricity and receives an almost continuous stream of cash from its bill-paying 
customers. Only a small working capital is required. A whole-saler occupying 
merely a godown, carrying a large inventory and selling on credit will require 


2 . 

3. 

4. 

5. 

6 . 
7. 
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a large amount of working capital and little in the way of fixed assets. A 
company in a seasonal business finds that not only does the amount of working 
capital fluctuate from one season to the next but also the composition of the 
working capital changes. The requirements of working capital will be larger 
for industries relying on imported raw materials and stores, or on agricultural 
commodities subject to seasonal trends in output, since sufficient stocks of these 
have to be maintained for a cotmparatively longer period. It cannot be expected 
that the working capital requirements would be met fully by bank advances and 
suppliers of short term credit. Banks look for a minimum margin requirements 
and do not generally advance to the extent of the full value of stock of raw 
materials and finished goods, while suppliers may not similarly extend credit 
if the current liabilities of the company are as high as the current assets. The 
requirements of working capital for a new company may be estimated as 
given below : 

Current assets 

Rs 

1. Production time cycle will determine month’s stock of raw materials 
and stores 

2. Value of work-in-process 

3. Inventory turnover will determine month’s stock of finished goods 

4. Period of credit allowed to trade debtors (month’s value of accounts 
receivable). 

5. Cash on hand 

6. Others (specify) 

Less Current liabilities 

1. Payables turnover (month’s credit available against purchases of raw - 

materials and stores) 

2. Others (excluding short term loans) .. . . 

Total requirements of working capital Rs. 


Less 

I 

1. Met by short term bank loans .... 

2. Others such as deposits etc., (specify) . ... 

Net working capital required to be financed by equity capital, preference 
capital, debentures, bonds and term loan. 

Working Capital for a Going Concern 


Working capital is the excess of current assets over current liabilities. If 
the latter was larger than the former, the difference would be called a working 
capital deficit. The excess of the assets of a business over its obligations 
represents the interest of the owners in the business; this excess accountants 
call “capital”. They treat the current division of the balance sheet in a similar 
manner, calling the excess of current assets over current liabilities the “working 
capital”. 
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Since the working capital of a business is the net of the balanM of the 

current assets and current liability accounts, the transactions that affect these 

accounts will obviously be the cause of the change in the working capi • 
non-working capital accounts affected by the contras to the debits and credits 
to the current assets and current liabilities will indicate the causes ot the a - 
ation in the working capital. 


Transactions which increase working capital 

(Debits to current asset and current liability accounts; credit to non- 
working capital accounts). 

1. Sales of merchandise. 

2. Sales of fixed assets. 

3. Earning of miscellaneous revenue. 

4. Issue of shares. 

5. Issue of debentures and bonds. 


Transactions decreasing working capital 

(Debits to non-working capital accounts ; credits to current assets and 
current liability accounts). 

1. Purchases and expansion of fixed assets. 

2. Redemption of debentures and bonds. 

3. Redemption of capital. 

4. Declaration of dividend in cash. 

Current creditors expect payments from current assets. They are not 
paid out of profit which accrues to a company but are paid from the inflow of 
funds generated by the payment of trade debtors and bills receivable. They 
are interested in the ratio which the floating assets bear to the current liabilities, 
and the amount of fixed or other assets do not concern them at all unless and 
until the company goes into liquidation. 

The second section of the balance sheet is of concern to those whose 
interest in the enterprise, unlike that of the current creditors is to be a continu¬ 
ing one. The chief of these are (i) investors, that is, debentureholders, bond¬ 
holders, and shareholders, and (ii) the management, which directs operations 
and makes financial policy. 

The division of the balance sheet into two parts is shown in the chart 
given below. Although it is improper to regard specific assets as the contri¬ 
bution of particular creditors, working capital is generally thought of as the 
portion of the current assets contributed by the investors. 


i 
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CHART SHOWING THF DIVISION OF INTERESTS IN THE 
PROPERTIES AND ASSETS OF A COMPANY 


Properties and Assets Contributors 



Fixed 

\ 

«— 


Assets 


Investors 


Long-term Creditors 

1. Bondholders 

2. Dcbentureholders 

3. Long-term deposits 

4. Misecellaneous loans 


Owners 

1. Preference shareholders 

2. Equity shareholders 


Need for Working Capital 

Before examining individual items in the working capital statement it is 
necessary to point out the importance of adequate working capital. Though 
current liabilities are paid from cash generated by the current assets as a whole, 
the working capital should be sufficient in relation to the current assets to 
provide against danger from a shrinkage in the value of current assets 
particularly inventory. During periods of boom, the current assets and 
current liabilities rapidly increase so that the proportion is less favourable. 
The danger of over expanding on inadequate working capital may be illustrated 
as follows : 


YEAR ENDING 31ST MARCH 



1977 

1978 


(Rs.) 

(Rs.) 

Current Assets 

10.00,000 


Current Liabilities 

4,00,000 


Working Capital 

6,00.000 



The additional purchase of merchandise in 1978 increased current assets 
and current liabilities by Rs. 10,00,000. The current ratio 10:4 is reduced to 
10:7. If it is assumed that the current assets shrank in value by one-third in 
1977, they would 5till have been more than liabilities ; but in 1978, the same 
proportionate loss of value in assets would have left the debts in excess. 
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1977 

(Rs) 

1978 

(Rs.) 

6,66.666 

4,00,000 

" 13,33,333 

14,00,000 

2.66,666 


66,667 


Current Assets 
Current Liabilities 

Working Capital 

Working capital deficit 


It is a rule of finance that as the volume of business ^alTnot 

increases, the amount of working capital must be ,ncr f£^. ( P y be provided 
redundant in the beginning) in order that the current liabilities my P 
with a proper margin of safety. 

“Over the year the practical standard of the ratio of current assets o 
current liabilities has come to be recognised as 2:1 

cial business concerns. The current ratio is an indication of the cutrcnt c °na 
tion which on further examination might or might not indicate strain I fa 
current ratio seems low, the reason should be ascertained. In other words, t e 
analyst must look behind the ratio to find a reason for a condition. Father 
examination may verify or fail to verify a preliminary inference based solely on 
the relationship between the current assets and current liabilities. 


Working Capital Inadequacy 

Inadequate working capital is frequently stated as the cause of financial 
embarrassment and failure. The following are the principal causes of inadequ¬ 
ate working capital : 

1. Current funds utilised to add and expand fixed assets. 

2. Redemption of bonds, debentures and share capital. 

3. The payment of unearned interest and dividends. 

4. Operating losses. 

5. Extraordinary losses. 

6. An expanding volume of business and current assets need more working 
capital than is available. 


Current Funds Utilised to add and expand Fixed Assets 

It sometimes happens that a business diverts cash to the fixed assets foi 
additions and expansions. This is usually done during profitable periods when 
it is expected that profits will pay for the work. If the profits are sufficient and 
the work not too expensive, the matter may take care of itself. Sometimes 
however, the expenditure reduces the working capital to a dangerous level, and 
trouble has frequently resulted, especially where the lack of current funds 
is not noted until a period of restricted credit and high interest rate has set in. 


Redemption of Bonds, Debentures and Share Capital 

The two chief sources of trouble in this regard are : 

1. The failure of the management to balance the drain arising out of 
retirement of such securities by a retention of surplus, and 
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2. Excessive retirements during a period of depression when cash is 
temporarily idle as a result of low business activity. Difficulty may 
also follow when a rigid sinking fund requirement for a bond or 
debenture or redeemable preference share issue drains working capital 
more rapidly than it can be replenished by earnings. 

Payment of Interest and Dividends 

The payment of interest and dividends reduces working capital by taking 
out cash, while leaving the liabilities unchanged. Interest payments are necessary, 
but the payment of dividends whether earned or not is improper when they 
seriously impair the working capital position. 

Operating Losses 

Operating losses may also drain the working capital. The sales of goods 
and services may not yield sufficient amount to repay the cost of goods sold 
and the necessary selling, distribution and administrative expenses. The condition 
may be general because of business depression or of a falling price level. Operat¬ 
ing losses may also be caused by inefficient management. 

Extraordinary Losses 

It would include any unusual loss that might affect a reduction of any of 
the current asset values or increase any current liability without affecting any 
corresponding change in the working capital. A most common loss arises from 
a heavy falling off in the value of inventory resulting from sudden violent 
changes in market price, a defalcation of cash or goods in stock, or an unfavour¬ 
able court decision in respect of liabilities arising under the Workmen’s 
Compensation Act. 

Expansion of Operations and Current Assets 

Some business houses are embarrassed by prosperity. They find that their 
volume of sales has grown so rapidly that they have insufficient working capital 
for their purposes even though nothing is spent to increase fixed assets. An 
increased volume of business means that a larger stock of goods and larger 
amounts of customer's account must be carried. Upto a certain point, assistance 
may be had from the banks and those selling to the business. Soon, however, 
the point is reached where the more observing creditors note that the margin of 
working capital that protects them is too small in proportion to the current 
liabilities. Working capital may be actually increased but because of a more 
rapid rate of increase in the current debt, the situation becomes financially 
hazardous. 


Working Capital Analysis 

Inadequate working capital is the forerunner, if not the real cause of 
financial disaster. The analyst will constantly watch the progress of this half of 
the balance sheet. Care must be exercised to detect any inadequacy, because 
accounts are sometimes published in a misleading form. The first precaution 
necessary is to make sure that all items in the balance sheet relating to working 
capital are properly located. Sometimes, assets that are not current are included 
under that heading, whereas current liabilities may not all be stated as such. The 
second problem is one of scrutiny of the details with a view to detecting whether 
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misstatement exists, and whether the various values are in a proper proportion, 
one to another. These two problems are discussed below . 


Cash 

Cash is the form towards which most of the current assets are moving. 

V usually 6 converted first into 

account receivable may be said to be two steps removed. . 

Cash is the focal point of working capital flows. Wh.le it is a perfec^y 

ffift -P-S" ih brte, .nd 

fight control over cash are essentia, to proper cash management. The caring 
of excess cash balances is cost y, since while: cash. is being. hew * ^ 

being lost. Crisis borrowing is also costly, since ,he m0 « *^“ u ' a _ rocedurc for 
seldom be arranged under pressure. The cash budget p or P sur plus funds 

estimating cash flows and determining m advance■ ^ ws morc 

available. The cash flows can be managed so that the inflows ana ou , 

nearly mesh. If additional cash is required timely 'a in b . h ort term 

Excess cash balances should be invested. They may be guide 

high grade securities. Safety of principal and liquidity are the icaa g y 
lines, with yield secondary. 

The part cash plays in the working capital will vary with the nature ot the 
business and the season. Cash is essential only in so far « current expen c 
are incurred and current liabilities mature. Ample working capital will normally 
provide a basis for securing cash from the bank for both the purposes. It is 
only when some question arises as to the liquidity of the other current assets, 
when doubt is raised as to the profitableness of the business or when a conccr 
runs upon a period of restricted bank credit, that limited cash becomes 
hazardous. 


Trade Debtors 


The level of trade debtors which a company is carrying at any one 
moment in time is determined by volume of credit sales, the standards for the 
extension of credit and the amount of collection pressure exerted. The most 
important factor is the volume of credit sales. In managing the flow from trade 
debtors an eye is kept on economizing the company's investment in trade 
debtors. The purpose of extending trade credit is to stimulate sales and to 
contribute to the overall profitability of the company. A company does not seek 
to eliminate all credit losses; if that were the case the best policy then would be 
to extend no credit. Rather, it seeks to balance the cost of extending credit and 
bad-debt losses against the additional profit to be generated from extending 
credit, so that the over-all profits are as high as possible. Trade debtors may 
be likened to a standing wave in a brook. A standing wave is caused by the 
water rushing past a partially submerged rock. The wave itself remains immobile 
but the water underneath changes. Similarly, the level of trade debtors may 
remain unchanged but the accounts change. With the passage of time and the 
changes of the underlying composition of the trade debtors, their over-all quality 
and hence their collectibility will change. Just as the size of the wave changes 
with variations in the inflow of water into the brook the level of trade debtors 
changes with the flows. 

The balance sheet should distinguish between trade debts and other 
amounts owing to the company. A careful estimate of the outstanding accounts 
should, of course, be made and the amount estimated to be doubtful of collection 
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should be provided for by a reserve. Reserve for doubtful debts, reserve for 
discount, etc., to be shown by way of deduction from sundry debtors on 
assets side. 

Under the Companies Act 1956, a debt, which remains outstanding for a 
period of six months from the date on which the debit in respect of the same 
arose, shall be shown separately from other debts for the purposes of the balance 
sheet. By computing the aging schedule of trade debtors at regular intervals 
the management will be able to detect a trend towards a slowing down in trade 
debtors collection. The aging schedule is a kind of early warning device regard¬ 
ing a deterioration in the quality of the trade debtors and the increasing 
probability of large and unusual bad-debt losses. A significant rise in the 
percentage of old trade debtors may be due to a laxity in the credit granting 
function or the collection machinery may be slack and inefficient. 

AGING SCHEDULE OF TRADE DEBTORS 


Trade Debtors 

Outstanding 

Amount 

outstanding 

Percent 


Rs. 


Less than 30 days 

5,60,000 

70 0 

30-59 days 

1.40.000 

17.5 

60-89 days 

80,000 

10.0 

90 - 240 days 

20,000 

2 5 


8,00,000 

100.0 


An average age of trade debtors may be obtained by taking the mid point 
of each age category, multiplying by the percent, which that age category bears 
to the total. 


DETERMINATION OF AVERAGE AGE OF TRADE DEBTORS 


Average age 
in category 

Percent 

Average age time 
percent in that 
category 

15 days 

70.0 

10.5 days 

45 days 

17.5 

7.9 days 

75 days 

10.0 

7.5 days 

•165 days 

2.5 

4.1 days 


100.0 

30.0 days average age 


” ““ 



*It is assumed that the trade debtor after 8 months is cither collected or written off as 
bad debt. 


Bills Receivable 

The same analysis as desbribed for the sundry debtors is desirable for bills 
receivable. It is very important to learn whether these bills were drawn at the 
time of sale or after the account had become due. If the latter is the case, the 
bills represent extensions of the original credit period and are clearly an inferior 
asset. They are in fact overdue accounts. A proper reserve should be made in 
regard to overdue bills. Those bills which have been discounted or endorsed 
away and remain unmatured, the contingent liability in respect thereof should be 
noted at the foot of the balance sheet. 
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Formula for determining the age of receivables 
A=BXN/S 

A=Average age of receivables 
B=Value of receivables balance 
N=no. of days in operating period 
S=Net sales 

For example 

B=Rs. 40,000 
N=90 days 
S=Rs. 1,00,000 
Rs. 40,000 x 90 
A ~ 1 , 00,000 
= 36 

Average collection period is therefore 36 days 

Inventory 

The form of working capital is constantly changing. Cash enters the 
business and is exchanged for raw materials, which arc converted to finished 
goods. Upon sale the goods are transformed into trade debtors and bills receiv¬ 
able and when the customer pays, the company again has cash. In a dynamic 
business environment the company’s resources not only undergo changes in form, 
but the percentage composition of the working capital and the absolute amount 
of working capital fluctuates from one period of time to another. For example 
before the commencement of Diwali festival a stainless steel utensils manu¬ 
facturing company builds up its inventory. Cash will decline and so will trade 
debtors. After Diwali when payments have been received from customers cash 
will be up and accounts of trade debtors and inventory low. 

The management of inventories—raw materials, goods-in-process and 
finished goods is an important factor in the short run liquidity position and long 
term profitability of the company. Generally, inventory is a major working 
capital item and often it is a significant portion of total assets. Unlike trade 
debtors, bills receivable and cash, inventory has no fixed rupee value that can be 
easily determined by inspection. A rupee in cash account can fetch a rupee worth 
of goods and services. With trade debtors, bills receivable, the company has a 
legal right to collect each. Inventory, howener has a value only to the extent 
that it can be sold. Most of the business inventories represent goods held 
for sale in the normal course of events, and the amount for which the 
goods can be sold varies from period to period. Consider a retail shop 
having toys from a toy manufacturing company. The day before Diwali 
the toys have considerable value The day after Diwali their value fairly comes 
down. They are the same toys, but the demand having gone down, they can be 
sold only at reduced prices. 

Taking a snapshot approach, a company must have the right amount of 
inventory on hand at the right time to meet demand. The inventory must be 
saleable in the short run. The dynamic flow of funds aspect is also important. 
It directly influences profitability. The faster the inventory flow into trade 
debtors through sales, the less the rupee amount of inventory in relation to 
sales. With the same rupee, profit is earned on a reduced investment, the rate 
of return is increased. Further, costs, directly related to the carrying of inven- 
tory, such as storage, handling, obsolescence and spoiloge are reduced. Un¬ 
desirable effects can also arise from carrying too little inventory. A manufactur¬ 
ing company will incur additional ordering costs for more frequent production 
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runs, an increased number of raw material orders to be processed, under 
utilization of capital and labour when a shortage of particular raw material 
halts production and the loss of known sales and unknown future sales as a 
result of not being able to meet delivery schedules. The management s major 
effort should be to prevent the accumulation of an excessive amount ol com¬ 
pany resources in inventory. The sales manager is primarily oriented toward 
sales volume and customer satisfaction, which are built to a large extent through 
having the goods at all times to supply the customer’s needs. A stock-out is 
felt directly by the sales manager, while a reduced return on investment due to 
carrying too much inventory is felt only indirectly. The production manager 
likes long production runs. They reduce the number of times ordering costs 
must be incurred and together with large orders of raw materials, reduce per 
unit costs, but raise the average level of inventory carried by the company. 
The management must establish policies that will lead to the carrying of an 
optimum inventory level, that is, a level that will permit reducing the unit 
production and ordering costs as much as possible through long production 
runs and yet not increase carrying costs to the point that the reduced production 
and ordering costs are offset. Similarly the stock of finished goods carried 
should be high enough to meet the demands of most customers, but not the 
demand of all customers for all items at all times. A point is reached where 
the added profit to be generated from the sales is more than offset by the 
marginal cost of carrying the inventory. 

To develop successfully optimum inventory policies the management needs 
to know about the functions of inventory, the cost of carrying inventory, 
economic order quantity and safety stock. 

Industrial machinery is very costly and it is highly uneconomical to 
allow it to lie idle. So is the skilled labour which cannot be hired and fired at 
will. Modern requirements are also urgent. Since requirements cannot wait 
and since the cost of keeping machine and men idle is higher than the cost of 
storing the material, it is economical to hold inventories to the required extent. 
The objectives of inventory management are •' 

1. to minimise idle time of men and machines and capital caused by 

shortage of raw materials, stores and spare parts. 

2. to keep down : 

(a) capital investment in inventories ; 

(b) inventory ordering cost ; 

(c) inventory carrying cost ; 

(d) obsolescence losses. 

The two objectives are in conflict and the efficiency of inventory manage¬ 
ment lies in balancing one against the other with a view to arriving at an 
optimum overall result. Where inventory management is poor the result often 
is that while on one hand operations are disrupted for want of required stores 
and spares, there is on the other hand excessive stocking of other items. While 
surplus causes financial hardship and deprives the other industries of these 
stores, the shortage leads to poor operational results. 

Economic Order Quantity 


Under a fixed order quantity system, order quantity can beestablished 
at an infinite number of value as long as quantity is large enough to satisfy 
the production requirement. Since however the ordering costs and the inven¬ 
tory carrying costs will vary with different order quantities the most economical 
order quantity will be where the sum of these two costs is the lowest. 
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Assume that X company Ltd., introduces a new product. The demand 
and cost factors are given below : 


Demand per year (units) 

Cost per unit other than carrying and ordering costs 
Carrying cost per item for one year 
Cost of placing each other 
Number of items ordered each time 


Symbol 


3000 items D 

Rs. 1/- b 

20 Paise k 

Rs. 12/- 5 

x 


ECONOMIC ORDER QUANTITY DETERMINATION 
ANNUAL DEMAND AT 3000 ITEMS 


X Order size 

3000 

1500 

1000 

600 

500 

300 

100 

Dlx Number of orders 

1 

2 

3 

5 

6 

10 

30 

per year—Demand 
per year/order size 
x/2 Average inventory- 
order size/2 

1500 

750 

500 

300 

250 

150 

50 

kxil carrying 

costs-carrying cost for 

each unit for one year 

Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

x average inventory 

300 

150 

100 

60 

50 

30 

10 

s(Dlx) ordering 
costs—cost per order 
x number of orders 

12 

24 

36 

60 

72 

120 

360 

kxll+s(Dlx ) total 

Carrying ordering costs 

312 

174 

136 

120 

122 

150 

370 


The most economic order quantity is 600 items. The company should place 
5 orders per year incurring an annual inventory ordering and carrying costs of 
Rs. 120/-. This cost would be less than any other ordering strategy. The opti¬ 
mum economic order quantity can be determined by the following formula : 

£ 06 = yj 

where 


EOQ —economic order quantity 

D —sales demand in units for the period 
j=cost of placing each order 
&=cost of carrying per item for the period. 
_ /2x 3000X Rs. 12 


EOQ=yJ 


0.20 

= V72000/020 =600 items. 


Reording Level 

Having decided how much to order the next step is when to order—the 
reorder level. Obviously the order point should be so set that the stock plus 
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dues on orders at the time of orderi-g last till the supply a^inst the new order 
materialises. To arrive at the order point therefore, leadi time for each 'tern 
and its usage during lead time have to be ascertained. Since Mdtt compvia. 
tion of these is not possible safety stock will have to be added tc► arrive5 at the 
reorder level. Reorder level for each item in stock should be worked out and 
recorded on the ledger card. There is a widespread misconception even amongst 
the inventory managers that they should physically hold stocks of J"? t « r,a f ! s 
last them throughout the lead time till such time as the stocks against tresh 
orders come in and therefore they have to carry heavy ‘nventor.es Supposing 
the lead time is 18 months; that does not mean that 18 months stock has to 
be carried physically at the time of reordering. In such a situation the stock need 
be only 6 months provided another 12 months stocks are due on orders. These 
together will carry the company through for 18 months till the fresh stocks 
arrive. 


Lead Time .-—Lead time is the time interval between the initiation of 
stock replenishment indent and the ultimate receipt of stores. This comprises of: 
(i) Time taken for placement of order; (ii> time taken for supplies to materialise 
and the time for inspection, accounting etc. Lead time diners from item to 
item depending on source and the availability of the item. If the items have 
to be specially imported and/or to be manufactured the lead time is longer. For 
the same item, the lead time may differ fro n one purchase order to another. 
The lead time should, therefore, be made up-to-date every time new order is 
placed and proper records maintained of the previous lead times. 


Safety Stock 

Safety stock is provided to meet the unanticipated demand due to (i) vari¬ 
ation in usage during the lead time, (ii) due to variation in lead time itself. The 
extent of safety stock required will depend on the service level to t>e maintain¬ 
ed. The safety stock can be worked out on a mathematical formula. The 
pattern of consumption approximates in statistical term to Normal or Poisson 
distribution. For normal distribution the average consumption would be almost 
midway between the minimum and maximum consumption and the number of 
samples with less than average consumption would roughly equal the number 
of samples exceeding the average. In the case of Poisson (fish) distribution the 
average consumption is nearer the minimum consumption whereas the maxi¬ 
mum consumption is at a much greater distance so that the curve represents 
shape of a fish. 

Let the different cycle consumption be C x , C 2 and the average consump¬ 
tion be Cm, then 

Standard deviation (d) = 

Safety stock is Kx standard deviation, (d). 

If K is 1, Safety stock will be one standard deviation over the average 
when 84 per cent of all demands will be satisfied. 

If K is 2, Safety stock is 2d over the average when protection will be 97.7 
per cent. 

If K is 3, Safety stock is 3 d over the average when protection will be 
99.98 per cent. 

For instance—Assume the demands during the past 11 lead time periods 
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as under:— --- 


Demand in 
units 

Frequency 

+ 

Total 

demand 


700 

750 

800 

850 

900 

950 

1000 

1 

1 

2 

3 

2 

1 

i 

700 

750 

1600 

2550 

1*00 

950 

1000 




9350 


Thus average demand is 
the inventory level for 


9350/11=850 units, and d is 86.60 units ; then 

Safety slock 


(i) 84% protection 

(ii) 97.7% protection 

(iii) 99.98% protection 

In regard to item of regular use of which the demand is stabilised and 
the probability of stock out is less than 10% without any stock out d may be 
replaced by kj p where D is the average lead time demand, batety 
stock has to be related to lead time. Longer the lead time higher 
is the safety stock required. A stock out results in both direct and indirect 
costs which it is difficult to evaluate. In respect of imported spare parts a stock 
out will lead to idle time losses and dead investment. The level of safety stock 
of an item would depend whether its shortage could promptly be met and if 
not what the stock out cost would be. 

In respect of high value items, safety stock levels are held to the minimum. 
This however means that these items require constant attention to avoid stock 
outs. The reduction in the level of safety inventories more than repays the 
cost of such detailed control. 


937 87 
1023 173 
1080 260 


Investment 


Investment is a mystery item and a full explanation should always be 
obtained, with a detailed break down showirg how each part is valued. Never 
should an item of investment be passed by or overlooked. It is a most un¬ 
certain and frequently a most misleading item. Those securities which must be 
carried as current assets must represent surplus cash which has been invested 
in government securities, bonds, debentures and shares that are known to be 
readily marketable and that may be liquidated at a moment’s notice when the 
cash is needed in the business. These securities should be valued at cost or 
market price, whichever is less. If there is any doubt whatsoever as to whether 
a particular security has an active market, it should be eliminated from the 
current assets. If any securities are included which obviously are owned for 
the purpose of controlling a substantial interest in one or more companies and 
not as a short-term investment, the value of these securities should be elimina¬ 
ted from the current assets. 

Deferred Expenses 

They ought to be shown separately from current as ets. Very different 
items are included under this heading. When they consist of prepaid expenses, 
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it could be argued that they should be included among current assets in com¬ 
puting working capital. Such a treatment would be justified on the ground 
that prepaid expenses of a short run nature, such as prepaid rent or insurance, 
relieve the cash of just that much of a drain that it would otherwise bear during 
the following period. The argument for excluding them from current assets is 
that they can seldom be converted into cash to pay debts in case of trouble. 
But it is an example of a gone concern rather than the conventional going con¬ 
cern approach. Other deferred items may represent long-term charges that are 
spread over the future merely as a matter of expediency. They are commission 
or brokerage paid on issue of shares, discount on issue of debentures, preli¬ 
minary expenses, etc. According to the Companies Act, prepaid insurance, 
rates and taxes, etc. should be shown under the head “Loans and Advances’*. 
Preliminary expenses, commission or brokerage on underwriting or subscription 
of shares or debentures, interest paid out of capital during construction, etc., 
should be shown under the head “Miscellaneous Expenditure.” 

The common practice is to treat all deferred expenses as belonging under 
a special assets classification. It is almost always a minor item and its classi¬ 
fication would have negligible effect upon the study of balance sheet relation¬ 
ship. 

Current Liabilities 

These are short-term obligations generally due and payable within one 
year. They are usually incurred in the normal course of bussiness and must be 
paid on fairly definite dates. In every case the liability is a definite one. Quite 
often values on the assets side shrink or disappear; obligations never shrink, and 
it is not unusual for the liabilities side to increase when debts are discovered 
which apparently were casually overlooked. 

Trade Creditors 

These items should represent amounts owing to trade creditors for goods 
supplied. Just as the size of the trade debtors indicates the rapidity of custo¬ 
mers* payments, so the size of trade creditors shows the rate at which the 
concern is paying its own indebtedness. If the customary credit term is thirty 
days, then the trade creditors should not exceed 1/12th of the annual purchases’ 
except in case of the business that purchases seasonally and so has a very heavy 
indebtedness at certain times of the year and very small indebtedness at other 
times. Normally a well-conducted business will have a relatively low figure of 
trade creditors as it is profitable to obtain the benefit of cash discount even by 
contracting loans from the bank. 

Bills Payable 

When bills are given to creditors for goods purchased, it should be as¬ 
certained whether they are given in accordance with trade custom or to settle 
overdue accounts payable. Where the bills payable have been given to others, 
outside regular business channels, there is a question as to the financial condi¬ 
tion. It is not customary to borrow from friends, relatives, or officers except 
when a business is in financial difficulty, and unable to obtain finance in the 
usual way. There is an implication that credit from these persons is on a 
personal rather than a business basis. Where a personal interest is inyolved, 
there is danger that such a liability may receive special consideration. If a 
storm breaks, these loans may be paid off before liquidation proceedings are 
started. Liens on the assets are sometimes given to these persons, and the 
transaction is not properly described in the belance sheet. 
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Loans Secured and Unsecured 

This class includes liabilities due to third parties ^^^g^ons''usually 

diately on demand or within a short f >? r, ? d “ an d are both secured and un¬ 
arise out of trading operations of the business ■ *" banks , advances 

secured As regards secured loans they an^ash f see b that interest n 
from subsidiary companies and others, the analyst t0 be brought 

such secured loans due to the date of balance sheet sh have ^ ^ classified 
into account and shown separately. Un ;| e “L d r anjes Act Such loans 
under their distinctive heads as required under ^ Col " p " e f rom subsidiary 
are fixed deposits, current accounts, short-term advances irom ^ ^ ^ 
companies, banks and other credit institutions. Interest 
date of balance sheet will also have to be separately stated. 


Accrued Expenses 

These comprise amounts due but not yet paid for salaries, wages, rents 
rates and taxes. These items are calculated upto the very day of b f “‘ 
sheet. They are seldom of sufficient amount to be important except twth 
income tax liability. This particular item of accruals has bec °™ e .*° t b“f °, a n" e 
in recent years due to its size that it is being shown separately in the balance 

sheet. 


Dividends Payable 

A cash dividend once properly declared becomes an obligation as much 
as any debt. It constitutes a current liability and should appear in the baianc 
sheet. 

Study of Working Capital 

The working capital position of a company may be evaluated through the 
use of several ratios. They are measures of liquidity and as such deal with the 

cash and near cash items, assets that will be converted to cash in the normal 

course of the business and obligations maturing in one year. The advantage ot 
adequate working capital lies in improved credit standing and ability to 
command credit, to take cash discounts, and to weather periods of business 
stress. Creditors prefer a high current ratio and ample working capital, where¬ 
as owners want maximum profitability. In the following study of ratios, the 
primary object is to determine liquidity, i.e. the probable ability of the business 
to meet its debts promptly and regularly. Light may also be shed on the 
effectiveness with which the business is conducted. “Ratios are the symptoms 
like the blood pressure, the pulse, or the temperature of an individual. Some 
managements can overcome or mitigate the symptoms; other managements lack 
the ability, the aggressiveness and the knowledge to do so.” 1 

Liquidity Ratios : Current Ratio, Quick Ratio 

Current Ratio :—The current ratio because of its practical significance is 
extensively used. It is an indication of the ability of a concern to meet its 
current liabilities. The fact must be borne in mined that the current ratio is 
the reflection of a static condition of a relationship on one date between two 
variables. The ratio of 2:1 has come to be recognised as a standard of liquidity 


1. Roy A. Foulke, op.cit. t p. 172. 
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for a business. A demand for a 100 per cent margin of current assets over the 
current liabilities is a precaution based on the practical k f n ® wI * J. wu a 

ble shrinkage that may occur in the property values of a business * 

requirement where set up blindly fails, however, to recognise th ® 

and characteristics of the current assets of different bus,ness An. ever, h.ghe 

ratio does not assure liquidity in some cases. We shall find balance sheets 
which are strained, where the current ratio is above 2:1. We shall findohcr 
cases where this ratio is somewhat less than 2:1 but still the balance sheet .mm in 
healthy shape. In a business that has any seasonal fluctuations m its trade, 
this ratio is sure to change. The mere expansion of operations through pur 
chases of merchandise reduces the current ratio: 


Current Liabilities 

(1) Trade creditors Rs. 500 

(2) Trade creditors Rs. 40.000 


Current 

(1) Cash 

(2) Cash 

Stock-in-trade 


Assets 

Rs. 20.000 

f Rs. 20.000 
I Rs. 40.000 


From a ratio of 40:1, the ratio is changed to H:l. Here is one reason 
for using the accounting year that ends at a time when operations and stock-in- 
trade are at a low ebb. The balance sheet will then show its best current ratio. 
The study of current ratio would improve if all the bills receivable whether dis¬ 
counted or not, which have not matured are included in the current assets. An 
offsetting item would appear for the proper amount under the heading 
“Discounted Bills”, among the current liabilities. The current ratio is after all 
a generality. No one ratio can possibly give a clear picture of the inherent 

soundness or weakness of a balance sheet. Other ratios come to have vital 

significance. Bach ratio in turn tells its own story, and each ratio in conjuction 
with some other ratio and other facts then tells a supplemental story. 

The current assets include cash, bank balances, short term investments, 
trade debtors, bills receivable, loans and advances, inventories. Current liabi¬ 
lities include bank overdraft, bills payable, trade creditors, provision for tax¬ 
ation, proposed dividends, advanced payments and uncxpired discounts, 
unclaimed dividends, accrued debenture and loan interest, outstanding expenses 
and accrued items, the portion of long term debt to mature within one year. 

Quick Ratio — This is the ratio of liquid assets to current liabilities. Those 
circulating assets which are readily converted into cash are known as liquid 
assets. In America they are called "quick assets." They usually consist of 
cash-in-hand and at bank, bills receivable, sundry debtors, and marketable 
securities representing cash temporarily invested. Being fixed value assets and 
more liquid, they are superior to inventory, which has a fluctuating price and is 
two steps away from cash. It is wise to keep the liquid assets at least equal to 
the current obligations at all times. This ratio is also called the acid test of a 
concern’s financial soundness. It is a more stringent ratio than the current 
ratio. While the denominator remains the same, in the calculation the inventory 
is subtracted from the current assets in the numerator. The focus is on the cash 
,and near cash coverage of the current liabilities. 

Working capital Efficiency Ratios: Period of credit allowed, Inventory Turnover 

A second group of ratios deals with the problem of trying to evaluate the* 
efficiency with which a company is managing the funds committed to meet its 
forking capital requirements. One such measure is the period of credit 
.flowed. 

Period of credit allowed :—In a balance sheet the classification of debtors 
under the heading ‘good and doubtful’ does not sen'e any useful purpose 
from the analyst’s point of view. Such terms are too indefinite to indicate the 
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degree of collectibility. If giving 3 a'due^as 0 !*how much and 

«Te°a 

of credit allowed’ two ste P s . are t tak ®”* ( J 0 dav bas i s ra ther than 365 days.) 
are divided by 360 (it is a practice to u 360 d y sundry debtors plus 

s sssk.' ssjiyrA 2*— r« -‘v. ™ -■» 

the period of credit allowed. 

The other method is: 

Total credit sales 

First calculate the Receivables Turnover— Total receivables 

Then divide the number of days in the year (which are taken as 360 for 
simplicity in calculation) with the receivables turnover. 

the period of credit allowed shall be: 

First method 7 90 000 

Net credit sales for the year “~ Rs * 7,20,000 

Sundry Debtors + Bills Receivable «*. 40,000+Rs. 20,000) 


# A AAA 


Period of credit allowed : 
Net credit sales per day 


7,20, 000 X 1 
“ 360 

= Rs. 2,0 r 0 


Accounts receivable (debtors+bills receivable) 

= (40,000+ 20,000) 
= Rs. 60,000 

This would give a period of 2000 ) 30 ^ ays 

which would represent the uncollected accounts for thirty days. 
According to the second method 

Receivables turnover= = * 2 days 


Number of days in the year 
Receivables turnover 


360 

12 


30 days. 


The purpose of this comparison is to learn how old the accounts are with 
a view to valuation of the total and partly to learn how fast cash will flow from 
their collection. In the absence of figures on credit sales and cash sales the 
ratio of total sales to debtors and bills receivable is sometimes used as a crude 
but more readily computed test of receivables tumo\er. 

The lower the period of credit with reference to the usual credit term, 
the less likely is the receivables account to contain old and valueless amounts. 
The more quickly the customers pay, the less the risk from debts, the lower the 
expenses of collection, and more liquid the nature of the asset. Where this 
period is larger than the customary period it indicates an unfavourable stage. 
The greater must be the allowance for loss of value in the liquidation of receiv¬ 
ables and the higher must be the current ratio in order to protect the current 
creditors. The period of credit allowed is a measure of the relative size of the 
receivables account, the collectibility of the receivables and the vigour with 
which the firms credit policy is being enforced. 
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Inventory Turnoven-Anothcr ratio designed to 

of the company’s investment of funds in working cap , . 

over ratio. Part II of schedule VI of the Companies Act provides that . 

“In the case of manufacturing concern!sthe profit>oss accoun^shaU 
give detailed quantitative information in respect of each cla g 
factured pertaining to the following : 

(a) the licensed capacity 

( b) the installed capacity 

(c) the actual production 

(d) the raw material purchased or acquired during the year and 

(e) the opening and closing stocks of goods produced. 

The total iventory of a manufacturing company is composed of: 

1. Raw materials 

2. Work-in-process 

3. Finished goods. 

Meaningful analysis relating to inventory and its best be 

achieved if each category is thought of as a separate and distinct entity. 

Before shifting attention to each type of inventory, it may_be hclpfui first 

zs&zssx. “ in ,,l “ 

and percentage be prepared at the close of the accounting yea . 

Dunlop Rubber India Ltd. 

VALUE AND PERCENTAGE OP TOTAL INVENTORY INVESTMENT FOR THE YEAR 

ENDING 31ST DECEMBER 


Raw materials 
Work-in-process 
Finished goods 

Total 


1970 

value percentage 

(Rs. 000's) 


1,15.500 

72 

11,705 

7 

33,966 

21 

1.61.171 

100 


1971 

value percentage 

(Rs. 000’s) 


1,12,270 

65 

15,224 

9 

43,819 

26 

1,71,313 

100 


STATEMENT OF MATERIAL CONSUMED 


Opening stock of raw materials 
Purchases during the year 

Less closing stock 
Material consumed 


1970 

(Rs. 000's) 

1971 

(Rs. 000's) 

90,311 

1,15,500 

4.30,117 

4,66,937 

5,20,428 

5,82,437 

1,15,500 

1,12,270 

4,04,928 

4,70,167 
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STATEMENT OF COST OF GOODS PRODUCED 

1970 


1971 



(Rs, 000’s) 

Raw materials & finished goods 

Excise duty 

Manufacturing expenses 

Selling & administrative expenses 

4,25,058 

1,85,488 

1,37,178 

56,295 

9,670 

Interest 

Loss on exchange 

Total 

8,13,689 


(Rs. 000's) 
4,70,870 
2,18,504 
1,61,980 
64,475 
11,973 
928 

9,28,730 


as-** 

major component of the inventory is in the 


Percentage of materials consumed to 
costs of goods produced 

The analysis reveals that a majo.- - -- -... - , et M • 

form of raw materials. It was 72% in 1970, but has come down to 65% in 
1971. The percentage of finished goods which was 21% in 1970 has increased 
tn 26% in 1971. Further examination reveals that the material consumed consti¬ 
tutes 50.% of the cost of goods produced during 1971. It shows that materials 
not only constitute a major component of the inventory, but they also form a 
sienificant part of the cost of goods produced. Any savings in the quantity 
and the cost of materials will to that extent reduce the cost of the production 
and thus contribute to the profits of the company. 

Finished Goods to total Turnover 

The finished goods ratio is an important indication of how long goods 
arc kept before being sold. The quicker stock can be sold the better It will 
lead to maximization of profit. There are three methods of calculating this 
ratio. 

Cost o f goo ds sold 
Ending inventory 
Cost of goods sold 


1 . 


2 . 


(Beginning inventory+ending inventory of finished goods)+2 
3. Where inadequate information is available for converting the turnover 
to cost. 

Turnover at selling price ____ 

(Beginning inventory+ending inventory of finished goods) -j-2 

A further refinement in this ratio under each one of the three methods 
can be brought about if instead of taking the average of the beginning and end¬ 
ing inventory of finished goods, average is taken of the monthly stock of finished 
goods. This will even out any seasonal changes in stockholdings. 


DUNLOP RUBBER INDIA LTD. 



1970 

1971 


(Rs. 000’s) 

(Rs. 000’s) 

Cost of goods sold 

8,13,689 

9,28,730 

Beginning inventory of finished goods 

46,703 

33,966 

Ending inventory of finished goods 

33,966 

43,819 

Turnover 

8,13,689 

9,28,730 

(46703 + 33966)/* 

(33966+43819)/• 



= 20 times 

24 times 
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These ratios, comparing average finished goods inventory to cost of goods 
sold bring out the fact that the turnover has increased to 24 times in /l wmie 
it was 20 times in 1970. The quicker the turnover, the more efficient may be the 
business. Any reduction in the ratio, indicating that turnover is slower, may 
call for action to increase sales. Sales and production have to be coordinated 
and a high degree of interaction is necessary in both of them. 

Comparison of the cost of goods sold per year with the average inventory 
is necessary from the analyst's point of view. This is a test of inventory to 
discover possible trouble in the form of overstocking or overvaluation. 

The value of inventory is susceptible to changing price levels, fluctuations 
in business activity, variations in consumer demand, obsolescence, depreciation 
and all other unpredicatable factors that enter into the determination of 
marketing conditions. The relation between cost of goods sold and average 
inventory is between two variables, that often change considerably from one 
year to another. If both items increase in the same proportion the ratio 
remains unchanged, and a situation may develop that may inadvertently, lead 
to an unsound financial condition. 

A company had the following cost of goods sold during the past three 
years and its average inventory and working capital during the same period 
were as given below. 



1 year 

II year 

aII year 


Rs. 

Rs. 

Rs. 

Cost of goods sold 

10,00.000 

15,00,000 

25.00,000 

Average inventory 

1 , 00.000 

1.50,000 

2,50.000 

Ratio of costs to inventory 

10 : 1 

10 : 1 

10:1 

Working capital 

1,25.000 

1,25,000 

1,25,000 


The management of this company realised the importance of the turnover 
of inventory; so much so that it made every effort to keep this ratio as stable 
as possible. This point of view was admirable but it certainly needed temper¬ 
ing. It is quite obvious that if this single ratio was followed implicitly, both 
the cost of goods sold and the average inventory would remain in line, provided 
they both continued to increase at the same rate. It is also perfectly obvious 
that somewhere in this upward trend of cost of goods sold and average inven¬ 
tory, the inventory would become excessive for the size of the business. If the 
inventory were excessive, any sudden drop in inventory values would involve 
losses. If the inventory were excessive, it could result in bankruptcy. Where is 
the danger point and how it may be discerned 7 


In order to discern this danger point the ratio of cost of goods sold to 
inventory must be supplemented by the ratio of inventory to working capital. 
So long as the inventory is less than the working capital a price decline for 
inventory will register a smaller per cent reduction. But when inventory ex¬ 
ceeds working capital, the given percentage impact of a drop in the former 
will be a greater one upon the latter. Thus, if, in the example given the 
working capital was Rs. 1,25,000 then in the first year before inventory expan¬ 
sion took place, a 50 per cent drop in inventory would represent only a 40 per 

cent loss of working capital — i 25 000 -* " in ^e y ear » “ lc in ' 

ventory were to be bought so as to raise it to Rs. 2,50,000 with no increase in 
working capital, then a 50 per cent drop would wipe off the working capital 
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For every business there is a norma! volume of sales in Ration to work- 

mmmwmm 

befall a business enterprise. 

Sales are to a business enterprise what oxygen is to the human being. 

SITE 

net sales to working capital. 


Ratio of Net Sales to Net Worth 

A hitth ratio may indicate an excessive volume of business on a thin margin 
of invested capital and the consequent overuse of credit. To overtrade. »» 
excessive use must made of outside credit, in that process liabilitiesJ reach high 
proportions. Creditors furnish more funds to cany '<m< 
to day than do the owners of the business. Overtrading is the proecss o f 
handling an excessive volume of net sales in relation to the net worth as com 
pared to similar concerns. After a business has failed and the post mortem 
examination is held, it is very easy to say that it died of under capitalisation, 
but what are the symptoms that indicate the disease ? How are we to distin¬ 
guish it when it first makes its appearance ? Increased sales upto a certain 
point are desirable. When that stage is reached any further addition in sales 
will place increasing strain on a business, like an increasing air strain on the 
wings of an aeroplane as its speed increases. To handle increasing net sales, 
larger inventory generally must be built up, the increasing net sales bring in 
increasing receivables, the increasing inventory and large receivables, necessitate 
increasing liabilities. Heavy liabilities are symptoms that a business has be¬ 
come involved in financial difficulties and is under capitalised. In this process 
more and more opportunities for an unbalanced financial condition come up. 
Increased sales are often obtained by selling to poorer credit risk; the resulting 
receivables may easily get out of line with selling terms, the inventory may get 
out of line with net working capital and net sales, and the current liabilities 
out of line with current assets and with net worth. 


Net Sales to Working Capital 


A situation may arise, where the ratio of net sales to net worth may be 
satisfactory, but the ratio of net sales to working capital is excessive. Such a 
condition may be due to the top heavy investment in fixed assets or slow 
assets leaving a rather moderate working capital. A reasonable volume of sales 
on a nominal or low working capital gives relatively heavy current liabilities in 
relation to current assets, and a consequent low current ratio. Where the 
portion of net worth invested in fixed assets is reasonable, the ratio of net sales 
to working capital parallels the ratio of net sales to net worth. If overtrading 
or undertrading exists, that condition is reflected simultaneously in both rela¬ 
tionships. Normally, a larger sales volume requires a larger working capital 
than a comparatively small sales volume. The ratio of sales to working capital 
is used to check the relationship but it is hardly possible to establish a norm. 
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Period of credit granted 


The three major determinants of the size of accounts payable (trade 
creditors and bills payable) are : 

1. The terms offered by the suppliers of materials 

2. The payment policy of the company 

3. The volume of purchases 

The terms, offered by the suppliers and the company’s policy as to the 
payment of trade creditors, do not change frequently. Consequently the major 
element of change in the level of accounts payable is due to a variation in the 
purchases. An analyst seeks to determine whether changes in the accounts 
payable are in line with changes in the volume of purchases. The methods by 
which accounts payable are compared to purchases are similar to those by 
which receivables are compared to sales. 

The evaluation of the payable in terms of the number of days purchases 
is calculated in two steps. First we calculate the average daily credit purchases. 
Suppose the yearly credit purchases are Rs. 90.00,000/-. The average daily credit 

Rs 90 00 000 

purchases would amount to — 1 -(instead of 365 days 360 days are 

taken for easy calculation)—Rs. 25,000. The second step is to express accounts 
payable in terms of average daily credit purchases. 

Accounts Payable _ 

Average daily credit purchases 

Suppose the accounts payable are Rs. 14,32,000/- 

The number of days credit allowed will be 14,32,000/25,000=57 days 

The company is taking 57 days on an average to pay its suppliers. If the 
credit purchases for the year are not given then they can be estimated, because 
raw material which is usually obtained from the suppliers on credit constitutes 
about 60% of the cost of goods sold. 


The other method is: 

First calculate payables turnover— Tot^^c^d^pyrch^ases 


Then divide the number of days in the year (which are taken as 360 for 
simplicity in calculation) with the payables turnover. 


Payables turnover Rs. 


90,00,000 

14,32,000 


6.3 times 
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Balance Sheet Analysis for Financial Management 
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Three major classifications of information are found on the balance 
sheet : 

1. Working capital data 

2. Plant and property items 

3. Information relating to capital structure. 

The ratios based on this information may be grouped in a number of 
ways depending upon the purpose of the analysis. They are presented in the 
order the management might follow to determine the financial strength of the 
company and to gain insight into developing trends. 



Following is the comparative balance sheet of X Co. Ltd., a manufacturer of electrical components 

COMPARATIVE BALANCE SHEET OF X COMPANY LTD. 
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Note : Total Net Worth=Equity Share Capital+Retained Earnings. 
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Analysis of the working capital position of the X Company Limited 

The working capital position of an enterprise may be cvaluated through 

normal course of business and obligations maturing in one year. 


Liquidity Ratio : Current Ratio, Quick Ratio 


The most widely used ratio in this group is current assets to current 

liabilities known as current ratio. Current Assets (CA) in c|u<j e ca ^ • h 
balances, marketable securities being held as a short term substitute ! 

Trade Debtors, Bills Receivables and stock. Current Liabilities (CLl include 
Trade Creditors, bills payable, bank loans, the portionl Of long term. debt to 
mature within one year and various outstanding liabilities. Referring 
Company Ltd., balance sheet, we have : 


Current Ratio— CA/CL 


69.40.000 
33,88.000 “ 

1.09,66.000 

58,19,000 


; 2.0 : 1 


1.9 : 1 


1976 


1977 


Current ratio which was 2:1 in 1976 has slightly receded to 1.9:1 
in 1977. 

For every rupee of current liabilities the company has Rs. 1.90 of current 
assets in 1977. 


The wide use of current ratio might indicate that it is a fairly reliable 
indicator of the liquidity position of the company, or ability of the firm to 
meet its near-term obligations on time. However, the ratio is really only a 
rough measure and can at times be misleading. Management of the company 
seeking to improve its current ratio in 1976 might just before the balance 
sheet date pay off Rs 300,000/- of its current liabilities with cash. Though this 
action might temporarily leave the company short of cash its current ratio 
would rise to 2.1 : 1. Circumstances do arise in which yearend cash can be 
judiciously used to pay off short term liabilities and effect a marked improve¬ 
ment in the current ratio. 


Since the current ratio includes stock, there exists a possibility for mis¬ 
judging the actual liquidity position of the firm. Stock may or may not be 
easily saleable. In judging the liquidity position of the company saleability of 
stock must be estimated. Trade debtors, while not normally causing difficulty 
because of their nearness to cash, also deserve some attention since at times 
some of them do become uncollectable or bad. A firm with many smaller 
accounts is less exposed to risk than a firm with a few very large accounts, 
where the accounts are generally all of the same quality. 

A low current ratio indicates a weak liquidity position. It means that 
the firm may experience difficulty in meeting its maturing obligations. Poor 
ratio may be due to heavy losses, excessive financing on a short term basis or 
the practice of using current funds to finance fixed assets. A current ratio that 
is too high might indicate that management is much concerned with liquidity 
and is sacrificing earnings for short term safety. 

• Quick Ratio is used to evaluate the working capital position of a company. 
It is more stringent test than current ratio. While denominator remains the 
same, stock is subtracted from the current assets in the numerator. The focus 
is on the cash and near cash coverage of current liabilities. 
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CA-Siock 69.40,000 — 47,60,000 
Quick Ratio = -^-= 33,88,000 


=0.64 : 1 1976 ' 

_ 1,09 66^000—76,98,000 
' 58,19,000 
=0.56 : 1 1977 

a Quick Ratio of 0.56 : 1 means that for every rupee of current liabilities 
A ^ u, cK Kaiio cash items. Generally, the further removed 

the company has 56 Pa.se of near ca Deb tors and Bills Receivable 

an aSSet '* fr ^\v from ^L h whUe stock is two sleps away. The nearness of 
are one ste P a ' >, . saleability If it is saleable it is near to cash, if it is 

noth is far from' cash. The range of liquidity for inventory is much wider than 
for trade deb tor! 1 a fact that flows from the difference in the pressure the company 

exert to collect the trade debtors or sell the stock. In the case of debtors 
can exert to co e . . t it can i ega lly press, the customer is under 

ibliSSoTto'pay while in the case of stock the company has a claim only to 

obligation to pay, u has a right l0 sc n the goods for whatever 

market""^pay f if h the market will pay nothing, the company does not have a 
r?sht to collect anything. Thus, financially speaking, the steps between cash 

an^accoul receiv^blesle Tr.de ^ 

while that between trade debtors and stock may be quite large. 

a worth while step in understanding the working capital position of the 
• /'oinilaip the percentage that each component of the current 
company .stocalculate the ££*"*** dcfinilion cu ‘ rrC nt assets that will be 

converted to cash in one year but since we know that some are more liquid than 
others^ determination of the percentage each bears to the total will provide some 
insight into company’s liquidity position. 

The percentage breakdown of current assets is given below : 

COMPARATIVE ANALYSIS OF WORKING CAPITAL 


Current Assets 
Cash 

Trade Dcbtots 
Stock 


December 

1976 

5.8% 

25.6% 

68 . 6 % 


100 . 0 % 


1977 

1.4% 

28.4% 

70.2% 

100 . 0 % 


The curr ent ratio which was 2:1 in 1976 has slightly come down to 
19-1 The quick ratio which was '64 : 1 in >976 has become a shade weaker 
•56 ' 1 in 197T Both these ratios show a weak and declining liquidity position. 

The marginal current ratio was shaded by a rather poor quick ratio of 
56 -1. The comparative percentage analysis of current assets shows a sharp 
drop in cash and slight increase in trade debtors and stock in .*1076 t0 
Thus, the deterioration shown by the current and quick ratios from 1976 to 
1977, was intensified by the sharp drop in cash. 

In evaluating the working capital of the company the financial manager 
will keep in mind the company's reserve borrowing power or its line of credit. 
If these sources are strong but little used, the company can °P era ^ ^' th i !°™" 
cash balance relative to its daily requirements than the e "‘^p" se ^,1. 
such hidden power. This credit reserve can to a considerable extent be 
substituted for cash on hand which might be held to meet unexpected 
expenditure or a slowing down in the collection of trade debtors. 


SHORT TERM ANALYSIS: WORKING CAPITAL POSITION 01 

Working Capital Efficiency Ratios: 

(I) Inventory Turnover: (II) Receivables Turnover 

The ratios of this group deal with the problem of trying to evaluate the 
efficiency with which the company is managing the funds committed to meet 
its working capital requirements. The liquidity ratios are designed to test the 
adequacy of the company’s working capital position in relation to its near 
term maturing financial obligations. The Inventory Turnover ratio is designed 
to give clues as to saleability of the stock. It can also be looked at as a 
measure of the worth that the enterprise is getting out of the funds it has 
invested in stock. 


COMPARATIVE PROFIT & LOSS ACCOUNT OF X CO. LTD. 


Year ending 31st December 


1976 

1977 

(Rs.) 

(Rs.) 


Net Sales 

1,50,07,000 

2,14,25,000 

Cost and Expenses : 

Cost of goods sold 

1,07,80,000 

1,51,58,000 

Selling & Administrative Expenses 

22,04,000 

28,25,000 

Interest Expenses 

1,53,000 

2,42,000 


1,31,37,000 

1,82,25,000 

Earning before tax on Income 

18,70,000 

32,00,000 

Tax on Income 

9,00,000 

16,10.000 

Net earnings 

Rs. 9.70,000 

15.90.000 


Inventory turnover ratio is calculated as follows : 


Inventory Turnover 


_ COGS 

Stock of finished 


goods 


1,07,80,000 
47,60,000 : 
1,51,58,000 
76,98,000 


2.3 times (1976) 
2.0 times (1977) 


Note : COGS^Cost of (poods sold 

An inventory turnover ratio of 2.0 times means that each rupee of in¬ 
ventory was converted to sales 2.0 times The higher the turnover ratio the 
greater shall be the profit. A rupee of stock that can be converted to sales 
4 times and yield a gross profit of 10 Paise each time will produce an annual 
gross profit of 40 Paise, if the inventory turnover were only 1, the gross profit 
would be only 10 Paise. 

The inventory turnover ratio helps the management to evaluate the signi¬ 
ficance of a rise or a decline in the percentage of stock to total current assets. 
A sharp increase in stock as a percentage of current assets with sales rising 
rapidly presents a different picture than a rise in stock as a percentage of current 
assets with sales level declining. In the first instance the company with a 
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growing demand for its product, would be shifting its cash and near-cash re¬ 
sources into stock to meet the rising sales volume. It is true that the company 
would be becoming less liquid in the sense that it has less cash on hand to meet 
its maturing short-term obligations. On the other hand, its stock would be 
selling rapidly and there need be little concern that large stock losses are likely. 
The company could count on its goods converting to cash through sales in the 
normal course of business. In the second instance the company also would be 
becoming less liquid. But the factors accompanying that increasing illiquidity 
are different. Its cash and near cash values are being locked into stock that is 
becoming less marketable. The ability of the company to meet its maturing 
short term debts would be deteriorating as sales drop and stock mounts. If 
this trend continues for some time it is possible to predict that the earnings of 
the company may decline as it is forced to liquidate its stock at reduced prices 
in order to obtain cash. 

It is better to calculate inventory turnover by the average of the finished 
goods stock at the beginning and at the close of the accounting year. 

COGS 1,51,58,000 

Inventory Turnover- StQck 31 | 2 76 &“ 47,60,000 + 76,98,000 

Stock 31.12.77 2 

2 

=2.4 times. 


Receivables Turnover : This ratio is designed to measure the effectiveness 
of the company’s investment of funds in working capital. The total credit 
sales are divided by the accounts receivable (Trade debtors and Bills receiv¬ 
able). The period of credit allowed is a measure of the relative size of the 
receivables, the collectibililty of debtors and the vigour with which company’s 
credit policy is being enforced. With a 30 days credit policy of the company, 
if trade debtors which are outstanding represent 60 days sale, the management 
might well enquire into the operation of the credit department and the enforce¬ 
ment of the company’s credit standards. 

The evaluation of the receivables in terms of number of days sales is cal¬ 
culated in two steps. 


First we calculate the Average Daily Credit Sales. Let 80% of the X 
Company Ltd.’s sale be on credit. Thus credit sale be in 1976 and 1977 shall 
be approximately : 

80% of Rs. 1,50,07,000 =Rs. 1,20,06,000 1976 
80% of Rs. 2,14.25,000 =Rs. 1,71,40,000 1977 

1,20,06,0 00 = 33 000 1976 

1,71,40,000 


Daily credit sales= 


360 


33.000 
48,000 1977 


The second step is to divide the averege daily credit sales into year end 
receivables (Trade Debtors+Bills Receivables) 

_ , .... Receivables 

Day s credit sales = Average Daily Sa leF 

_ 17.80.000 = 54days 19?6 


33.0U0 

31,13,000 


65 days 1977 


48,000 

At the year end 1977 the company had accounts receivable equivalent to 
65 days of credit sales, up from 54 days in 1976. As the company increased its 
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sales from 1976 to 1977, it also became moreliberal m '“^assume 
collection policies. Receivables quickly rose fasj« r thai l }** the i eve l of 
that the X Co. Ltd.’s credit sales are on the b ff' s ^^^^ level Perhaps 
receivables outstanding is significantly above .** iolicv 

increased competition may have forced a more liberal credit policy. 

Summarizing we find the working capital position of the . com P a g y sh ° de d 

rather weak. Though the current ratio is marginal (1977 l.y. U, • lo 

by the poor quick ratio of 0.56 : 1, the Io " datively large amount 

total current assets and average daily purchases and the ; relative y ia g at 

of payables indicate that the company is in a poor liquid position th 
first indicated by current ratio. . 

As regards working capital efficiency, the Inventory Tumover bas ** ”Jny 
from 2.3 times in 1976 to 2 times in 1977. At the end of 1977 the company 
had accounts receivable equivalent to 65 days of cn dit sales but J”. ■ 

accounts receivable were equivalent to 54 days of credit sales. This inc 
the period of credit allowed signifies that either the credit terms have been jelaxc 
or the debt collection machinery is loose. The decline in inventory lu ™°. . . 
an increase in the period of credit allowed indicate that the working capiL 
not been efficiently managed. 

Period of Credit Granted : A third measure in measuring the liquidity 
of the X company Ltd., is to ascertain if the company is making payment 
payables in time. 


Accounts Payable 
Cost of goods sold 


1976 

Rs. 

68.50,000 

1,07,80,000 


1977 

Rs. 

14,32,000 

1,51,58,000 


Assume that the raw materials 
represent 60% of the cost of 
goods sold or purchased on 
credit 

Average daily credit purchases 


64,68,000 

64,68,000 

360 


= 18000 

_ Trade Creditors _ _ 6,85,000 

Average daily credit purchases 18,000 

= 38 days 


90,94,800 

90,94,800 

360 

= 25000 

_ 14,32,000 
25,000 
= 57 days 


In 1976 the compapy was taking on an average 38 days to pay its trade 
creditors, but 1977 it has taken 57 days. This increased time in making 
Inpayment to trade creditors is due to poor liquid position of the company. 






WORKING CAPITAL COMPARISON OF THE DUNLOP RUBBER CO. (INDIA) LTD. 
_ (In Thousands of Rupees) 

1954 1955 1956 1957 

(Rs.) (Rs.) (Rs.; (Rs.) 



Number of months that shall be required to retire accounts payable. 
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(1) Current Ratio 

The ratio of current assets to current liabilities during lhc 
ic more than two. In the year 1957 it has increased to three. There is a stea y 
nrrease in this ratio except for the year 1956. This increase of ratio U> three 
in 1957 is due to substantial increase in inventories. The current assets c e 
the current liabilities and the provisions for taxations by a comfortable margin. 


(2) Quick Ratio 

It is a sound rule of company finance that the liquid assets (cash in hand 
and at bank, bills receivable, sundry debtors, and marketable securities repre- 
<;<*ntine cash temporarily invested) be kept at least equal to the current liabilities 
at all times. During the years 1954—56 these assets are less than the current 
nhlieations. In the year 1956 the ratio has deteriorated over the past two years. 
This shows a little weakness in the liquid position of the company. But in the 
vear 1957 the liquid assets are more than the current obligations and provide a 
full cover for them. In this year both the liquidity ratios arc in proper shape 
and the company is in a position to discharge current obligations when they 
mature for payment. 


(3) Period of Credit Allowed 

The object of this test is to know how old the accounts are with a view to 
learn how fast cash will flow from their collection. The period of credit allowed 
during the years 1954—56 is 48 days, which is presumed to be the usual period 
of credit allowed by the company. But in the year 1957 the period of credit 
allowed has increased to 56 days. The increase in the period of uncollected 
accounts is not a healthy symptom. It may be due to inefficiency on the part of 
debt collection machinery. 


(4) Inventory Turnover 

With an increase in the volume of sales the ratio of sales to inventory is 
increasing, except for a slight recession in the year 1956. In 1957 the stock has 
been turned over four times. This is a redeeming feature that greater sales have 
been affected by a proportionately smaller inventory. The relationship between 
the two variables is stable and is in the right direction. 

(5) Inventory to Working Capital 

In order to ascetain that there is no overstocking, the ratio of sales to 
inventory needs to be supplemented by the ratio of inventory to working capital. 
Expanding volume of sales requires increase in size of inventory. But from a 
sound financial point of view, inventory should not exceed the working capital. 
In the years 1954—56 the inventory has exceeded the working capital. But in 
the year 1957 this ratio has been nicely set right, and is an indication that there 
is no overstocking. The working capital provides a sufficient cover for any 
shrinkage in the value of inventory. 

(6) Sales to Net Worth 

The stable and low ratio of sales to net worth during the period of four 
years is an indication that the company is carrying on business with sufficient 
invested capital. This is a desirable feature in measuring the financial soundness 
of thecompany that it is fully capitalised. 
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(7) Sales to Working Capital 

There is a positive correlation between the ratio of sales to net worth and 
the ratio of sales to working capital during these four years. The low and stable 
ratio of sales to working capital has been well maintained. Working capital has 
kept pace with the increasing volume of sales. 

(8) Payables Turnover 

Thep eriod of retiring accounts payable in 1954—55 could not be calculated 
for paucity of data. The period required to retire accounts payable has been 
reduced from 2 months in 1956 to 1$ month in 1957. The company is now 
required to pay its suppliers in 45 days, whereas it has extended credit to its trade 
debtors from 48 days to 56 days. This needs a close look and the period of 
credit be reduced so that the inflow of funds may match with the outflow. 

After applying all the above tests it can be said that the Dunlop Rubber 
Co. (India) Ltd. has a sound working capital position except that it must reduce 
the credit period granted to the trade debtors so that there may be a matching 
of the inflow and outflow of funds. 


WORKING CAPITAL COMPARISON OF THE JESSOP AND COMPANY LTD. 


SHORT TERM ANALYSIS: WORKING CAPITAL POSITION 
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'Number of months shall be required to retire accounts payable. 





SHORT TERM ANALYSIS: WORKING CAPITAL POSITION 

(I) Current Ratio 

The ratio of current assets to current liabilities, being 2:1 has come to be 
recognised as standard of liquidity for a business. In the years 1954—56 the 
ratio is 1.4 : 1, which has further deteriorated in 1957. This shows a little 
weakness in the working capital position of the company although the current 
assets are enough to cover the current liabilities and the provision for taxation. 


(2) Quick Ratio 


In order to keep the company financially sound and robust in health, it is 
necessary that the ratio of liquid assets (cah inhand andat bank, billss 
receivable, sundry debtors and marketable securities representing cash tempo¬ 
rarily invested), be kept equal to current liabilities. This ratio no doubt impro¬ 
ved from .5 in 1954 to .7 in 1955 and 1956, but receded again in 1957. The 
liquid assets do not find a full cover for the current liabilities. For every rupee 
of current liabilities the cover is of 50 paise. 

(3) Period of credit allowed 


The main object of this comparison is to know how old the accounts 
arc and how long it will take to collect from trade debtors and bills 
receivable. The lower this ratio is with reference to the customary credit 

E riod allowed, the less likely is the receivable account to contain old and value- 
s amounts. Where this ratio is high it is an indication of unfavourable posi¬ 
tion regarding the solvency of the debtors. In the years 1954 and 1955 the age 
of the accounts receivable is 62 days. But in the year 1956 this period has increa¬ 
sed to 83 days which is not a healthy symptom from the point of view of collec¬ 
tibility of account. In 1957 the company has been able to reduce this period to 
73 days. This shows that the company is making efforts to set right the 
situation and bring it in harmony with the customary period allowed. 


(4) Inventory Turnover 


In the year 1954 the ratio of sales to inventory is 4:1 which has made a 
distinct improvement in 1955. In this year, greater sales have been affected 
with lesser inventory. But in the year 1956 there is a slight recession in this 
ratio which has further deteriorated in 1957. Both the volume of sales and the 
ratio of sales to inventory have declined in this year. On the one hand sales 
have decreased, but on the other the inventory has increased. The stock could 
be turned over only three times. The relationship between the two variables is 
unstable ; as a matter of fact there must be a steady ratio between the two. 

(5) Inventory to Working Capital 


For a correct appraisal of the ratio of sales to inventory, in order to ascer¬ 
tain if there is overstocking or otherwise, this ratio needs to be supplemented by 
the ratio of inventory to working capital. To keep the company in sound health 
it is desirable that the inventory should not exceed the working capital. The 
company during the period of four years has faild to maintain this ratio. It 
has no doubt steadily improved from 1 : .6 in 1954 to 1 : .8 in 1956. But this 
progress could not continue. In the year 1957 it has steeply gone down to 1: .03 
This marked deterioration in the ratio is an indication that the company is over¬ 
stocked both in relation to sales and working capital. 
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(6) Sales to Net Worth 

The ratio of sales to net worth has improved from .2 in 1954 to .29 in 
1957. This shows that the company is making efforts to have sufficient own 
capital to carry on its business. 

(7) Sales to Working Capital 

During the years 1954—56 a stable ratio has been maintained between the 
sales and working capital but in the year 1957 there is a marked shrinkage in 
this ratio. This shows that the working capital could not keep pace with the 
sales. 

(8) Period of credit Granted 

The period that shall be required to retire accounts payable has considera¬ 
bly increased from 1954 to 1957. This is an unhealthy symptom and is an indi¬ 
cation that the company is finding it difficult to retire its accounts payable in 
time. 

After applying all the above tests it can be said that Jessop and Company 
Ltd., is not in a comfortable working capital position. 

Problem 1. v\ 

From the following particulars pertaining to current assets and current 
liabilities given in the comparative balance sheet of the Swatantra Bharat Co. Ltd., 
you are required to comment on the liquidiy position of the company with the 
help of accounting ratios. 

COMPARATIVE BALANCE SHEET, YEAR ENDING 31ST DECEMBER 


Sundary Creditors 
Bills Payable 
Income-tax Payable 

1976 

Rs. 

2,50.000 

1,50.000 

1977 

Rs. 

3.00.000 

1,20.000 

50,000 

Inventory 

Sundry Debtors 
Payments in advance 
Cash at Bank 

Cash in hand 

1976 

Rs. 

1 , 00.000 

3,00,000 

20.000 

1,50,000 

50,000 

1977 

Rs. 

2,50,000 

3,00,000 

80,000 

20,000 


4,00,000 

4,70,000 


6,20,000 

6,50,000 


Sales : 1976 Rs. 35,00.000 
1977 Rs. 30,00,000 


Solution 


In order to study the liquidity position 

of the Swatantra Bharat 

Co. Ltd., 

the following ratios are calculated. 




1976 

1977 

Current Ratio 

1.55: 1 

1.38 : 1 

Quick Ratio 

1.30 : 1 

.85: 1 

Percentage of Inventory to current assets 

16% 

39% 
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The current ratio which was 1.55 : 1 in 1976 has slightW corne down ^to 
i 38 • l in 1977. For every rupee payable to the current liabi | t,c f* *"*. . }* Q c 
provides a cover of Rs. 1.38 Paise. But when we study the XoT\10 

the company we observe that the quick ratio has sharplycome 
in 1976 to .85 : 1 in 1977. For every rupee of current 

his liquid resources of the order of 85 Paise. These two ratios must be studied 
simultaneously to ascertain the overall liquid position of the company. 

Although the current ratio has decreased in 1977 over thathrinks 
provides a cover for the current liabilities. If the value of current assets shrinks 
by 38% the company’s current assets will be sufficient to make payment f 
current liabilities. If the shrinkage in current assets goes beyond 38 /» then to 
that extent the current liabilities w.ll remain uncovered The qu ck ratio has 
sharply come down from 1.30 : 1 in 1976 to .85 : 1 m 1977, with the resuU that 
the company's liquid resources are not sufficient to discharge current hab.hoes^ 
Though ffie current ratio has slightly shaded and is not *" 

with the accepted standard ratio of 2 : '.‘he quick ratio has sharply declined 

leaving the current liabilities uncovered to the extent of 15 Paise per rupee. 
Reasons for deterioration in the liquid position of the company. 

(1) The percentage of Inventory to current assets has increased from 
16% to 39%. Thus sizable liquid resources of the company have been 
diverted in accumulating stock. 

The increase in the size of inventory is justified if there is a proportionate 
increase in the volume of sales. But we find that with an increase in inventory 
from Rs. 1,00,000/- in 1976 to Rs. 2,50,000/- in 1977 the sales have come down 
from Rs. 35,00,000 to Rs. 30.00,000/- in 1977. 

The increased size of inventory is the mojor cause ofdet erioration in the 
quick ratio. The reasons for stock piling must be ascertained. They may be : 

(1) The management may have taken this step to meet a business situa¬ 
tion necessitated by the industry. 

(2) It may be due to the poor sales effort. If this is the reason the sales 
organisation needs to be energised and made effective and efficient. 


Problem 2. 

From the following particulars of the Progressive Co. Ltd , study the work¬ 
ing capital position after calculating the necessary ratios, assuming that 80% 
sales are on credit and 60% of the cost of the goods sold represents the cost of 
raw material received on credit from the suppliers : 



COMPARATIVE BALANCE SHEET FOR THE YEAR ENDED 31ST MARCH 
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SHORT TERM ANALYSIS: WORKING CAPITAL POSITION 

CONDENSED PROFIT & LOSS ACCOUNT 
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Sales 

Less Cost of Sales 

Gross Profit 

Operating Expenses 

Operating Profit 

Less Interest 

(In thousands of rupees) 
1977 Percent 

Rs. 

250 100 

1978 

Rs. 

300 

Percent 

100 

150 

60 

180 

60 

100 

40 

120 

40 

65 

26 

78 

26 

35 

14 

42 

14 

2 

0.8 

2 

0.7 

Income before Tax 

33 

13.2 

40 

13.3 

Provision for Incometax 

16.5 

6.6 

20 

6.7 

Net Profit 

16.5 

6.6 

20 

6.6 

Solution cs 






The working capital position of the Progressive C<l Ltd can be studied by 
calculating the following ratios and properly interpreting them. 


1977 


1978 


Liquidity Ratios : 

2.4 : 1 

2.33 : 1 

1.33 : 1 

Current Ratio 

Quick Ratio 

1.4 : 1 

Efficiency Ratios : 

Inventory Turnover 

6.25 Times 

6 Times 

Period of credit allowed 

58 Days 

63 Days 

Period of credit granted 

100 Days 

100 Days 

Rs. 120 

Rs. 140 

Current Ratio 

50 

60 


24:1 

2.33 : 1 


Rs. 70 

Rs. 80 

Quick Ratio 

50 

60 


1.4 : 1 

1.33 : 1 


Rs. 250 

Rs. 300 

Inventory Turnover (It will be 

40 

50 

calculated on finished stock! 

6.25 Times 

6 Times 

Period of credit allowed : 

Credit sales being 80% 

Rs. 250x80 

Rs. 300x80 

of total sales(assumed) 

100 

100 


= Rs. 200 

Rs. 240 


Rs. 2,00,000 

Rs. 2,40,000 

Average daily credit sales 

360 

360 


= Rs. 556 

Rs. 667 
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Tota l Receivables 
Average daily sales 

Period of credit granted ; 

60% of the cost of goods 
sold represents the cost 
of raw material received 
on credit from suppliers 
(assumed) 

Average daliy credit purchases 


Total Payables 
Average daily 
Credit purchases 


Rs . 32,000 
556 

= 58 Days 

Rs. 150X60 
100 

= Rs. 90 


Rs. 90000 
360 

= Rs. 250 or .250 

_ Rs. 25 
.25 

= 100 Days 


Rs. 42,000 
667 

= 63 Days 

- R s. 180X60 
100 

= Rs. 108 


Rs. 108000 
360 

= Rs. 300 or .300 

_ Rs. 30 
.30 

= 100 Days 


Interpretation 

The current ratio which was 2.4 : 1 in 1977 has slightly receded to 2.33 : 1 
in 1978. For every rupee of current liabilities the company has two rupees and 
33 Paise of current assets. Thus there is more than 100% cover for the current 
liabilities. A quick ratio of 1.33 : 1, in 1978 means that for every rupee of 
current liabilities the company has one rupee and thirty three Paise of near 
cash items. Its liquid position is quite sound enabling it to make payment of 
current liabilities when they are due for payment. 

Both these ratio indicate a strong liquidity position. An inventory turno¬ 
ver ratio of 6 times in 1978 means that each rupee of finished stock inventory 
was converted to sales six times. The higher the turnover ratio, the greater 
shall be the profit. This ratio has come down from 6.26 times in 1977 to 6 times 
in 1978. 

At the end of 1978 the company had accounts receivable equivalent to 63 
days of credit sales, up from 58 days in 1977. As the company had increased 
its sales from Rs. 2,50,000/- in 1977 to Rs. 3,00,000 in 1978, it appears it might 
have become liberal in its credit policy. Perhaps competition may have forced 
it to adopt a more liberal credit policy ; or the debt collection machinery may 
have become slack. 

Period of Credit Granted 


A third measure in measuring the liquidity of the company is a compari¬ 
son of the cash and near cash items of the average daily payments of accounts 
payable. We find that the company is taking 100 days on an average to pay 
its trade creditors. 

Summarizing we find that the working capital position of the Progressive 
Co. Ltd., is quite sound so far liquid position is concerned As regard working 
capital efficiency the inventory turnover has declined from 6.25 times in 1977 to 
6 times in 1978. At the end of 1978 the company had accounts receivable equi¬ 
valent to 63 days of credit sales, but in 1977 the accounts receivable were equi¬ 
valent to 58 days of credit sales. This decline in iventory turnover and increase 
in the number of days of credit sales indicate that the working capital has not 
been effectively and efficiently managed. 
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r&sssassjtt^SSs 

manner since this merely means subsmutionofonc current y 

another, the total amount of current liabilities remaining the same. 


Problem 5 

Mr. Samual Israel wishes to commence a new trading business and gives 

the following information: „ nftnnn 

(1) The total estimated sales in a year will be Rs. . 

(2) His expenses are estimated as fixed expenses of Rs. 2 000 per month 
plus variable expenses equal to 5 percent of his turnover. 

(3) He expects to fix a sale price for each product which will be 25 per 
cent in excess of his cost of purchase. 

(4) He expects to turnover his stock four times in a year. 

(5) The sales and purchases will be evenly spread throughout the year 
All sales will be for cash but he expects one months credit for 
purchases. 


Calculate: 

(a) His estimated profit for the year. 

(b) His average working capital requirements. 


Solution 

(fl) YEARLY ESTIMATED PROFIT OF MR. SAMUAL ISRAEL 

Sales 

Purchases 

Rs. 

When cost is 100 
Profit is 25 

Sales 125 

Gross Profit X 12,00,000 C/o 


Rs. 

12,00,000 

9,60,000 


2,40,000 


Expenses: 
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C/o 

Expenses : Rs. 

Fixed 24,000 

Variable (5% of Rs. 12,00,000) 60,000 

Net Profit 


Rs. 

2,40,000 


84,000 
Rs 1,56,000 


(fl) AVERAGE WORKING CAPITAL REQUIRED 


Stock (9,60,000 x J) 
•Cash 


Less Sundry creditors 


Note: 


(0 Stocks— 

Sales 

Less Gross Profit 


Rs. 

2,40,000 

7,000 

2,47,000 

80,000 

1,67,000 


Rs. 

12,00,000 

2,40,000 

9,60,000 


(0 Sundry Creditors (1/12 of 9,60,000) 80,000 
00 Cash 7,000 

*lt is assumed that Mr. Samual Israel will have a minimum cash balance 
at least to cover his expenses for a month. 

Rs. 

Fixed expenses 2,000 

Variable expenses 5,000 



CHAPTER VII 


ANALYSIS OF FIXED ASSESTS FIXED LIABILITIES AND 
OWNERSHIP INTEREST 

Importance of Fixed Assets Section 


Value of Fixed Assets 

The short-term creditors are concerned wUh the ability of tbe^btisme^to 
meet its obligations as and when they fa" due. .^ hey t t "^ n the fixed assets 
capital section of the balance sheet as far study, 

section. The investors find that the la « e ;. n « d / s “!? mnge study wh!le the in- 
“Thc credit man is primarily interested in the short^angc y However, the 

vestment analyst is primarily interested m the 1ong-raing t "y- he has 

competent credit man is also interested in the future ol the Dusme . g 

an eve on profitable relations in the future and the mvestment analyst. , 
interested in its present position for the present ^ut a prelude to toe mtwe 
and coming events may already be casting their shadows. invest- 

should not over-emphasise the study of currentposUionnorshould the i t 

ment analyst neglect it." 1 This second part of he balance sheet has com rontco 
us with two problems (1) what is the proper value of fixed aswto'? and ») what 
relation do these assets bear to the creditorsh.p and ownership securities 7 I 
rupee amounts at which the various items comprising the fixed assets arc 
carried in the balance sheet are relative and not absolute va ' u “> d *P end ‘"f 
upon the method of valuation, that is. depreciated cost, market, replacement 
less depreciation, or liquidation value. 


Cost less Depreciation 

The most generally accepted value for balance sheet puyoses is the 
original cost with a proper deduction or reserve for depreciation. This method 
of valuation Provides a uniform and objective basis for valuation, even though 
its usefulness in measuring financial position after a period of violent change 
in the price level is open to question. While this method of valuation has the 
virtue of consistency and is hallowed by precedent, the analyst must keep in 
mind that the basis is an accounting convention which signally fails to measure 
current economic value. Despite the virtues of the cost basis in preventing 
arbitrary manipulation and preserving cost for the measurement of subsequent 
profit, several disturbing possibilities still remain: 

1. The original purchase price might have been inflated or more than the 
market value. 

2. Improvements or betterments, instead of being capitalised, may have 
been charged to expense. 

3. Repairs and ordinary maintenance customarily charged to expensem ay 
have been capitalised. 

1. JOHN M, Myer, Financial Statement Analysis (2nd ed., New York), p, 163. 
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4. Provision for depreciation may be too low, which would inflate the 
value of the fixed assets, too high, which would mean that the item 
had a higher value than that carried on the books. 

Market Value 

Whereas inventory is generally valued at cost or market value whichever 
is lower, fixed assets are rarely, if ever, valued on this basis. When a small 
business is purchased, quite often the market value of the fixed assets is one of 
the components that go to make up the aggregate price to be paid for the 
business. In practically all active business enterprises, there is absolutely no 
connection between the value at which fixed assets are carried in the balance 
sheet and actual market value. 

Replacement Value Less Depreciation 

The other valuation method is the present replacement value with due 
allowance for depreciation. If one is a shareholder one is interested in the 
value of the properties on the basis of present construction costs. When large 
business enterprises arc purchased, merged or consolidated, it is often highly 
desireablc as a practical business policy to ascertain the existing replacement 
value less depreciation of the fixed assets. Sometimes it is used where ( 1 ) there 
is difficulty in obtaining from the company records, information sufficiently 
accurate to justify the use of the latter figure in determining value, and ( 2 ) after 
there has been a large and apparently permanent change in the level of cons¬ 
truction cost. The fact, that fixed assets are often carried on the books at a 
figure below replacement less depreciation provides a realistic advantage, as in 
theory, depreciation costs charged into the income statement would be less 
than corresponing charges of competitors that might be carrying their fixed 
assets at a figure closer to actual replacements less depreciation. Conversely 
where fixed assets are carried at a higher figure, depreciation charges in theory 
arc greater and to that extent increase accounting cost. 

Liquidation Values 


These methods of valuation are worked out on the assumption that the 
business is a going concern. But when a business enterprise is in a very 
extended financial condition and bankruptcy looks inevitable in the near future 
the fixed assets might be appraised for valuation, not as a going concern but as' 
a liquidated business. This is the rockbottom basis, the minimum that might 
♦♦• ra, 5 • by r ^ orced sa,c un< * er the most unfavourable circumstances. This 
attitude is often taken by the cautious creditor who will venture only where 
he feels protected against the worst. 

Classification of Fixed Assets 


T , The . fixed , asset f s , faI1 ,nl ° tw0 general groups, tangible and intangible, 
lne usual examples of the latter group arc goodwill, patents, trade marks and 
designs. These assets are neither physical goods nor evidences of property such 
™ ese mtan S ,b,c assels may be valuable but the value to be 
assigned to them is so much a matter of opinion that conservative business fre- 
^!? t,y Jr inaleS , them -. Gen erally, they are eliminated from the total of 
in« fL, * 0n \ ? c 4 u . lat,n 8 the book value of lhe shareholder’s rights. The result- 
*ii r,C l y speaking, the net tangible assets available for the share¬ 
holders. Although the analyst must form his own opinion as to the value of 
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the se assets, he will be 

cash outlays, as when a company pays more by y ^ P Th can be more 0 r 

to the vendor than promotion. Sometimes com- 

less arbitrary values introduced ai ine m c f . uig. t0 a nominal 

a?=sw ars 

impression of conservatism. ... t<wl K « 

Patents trade marks and designs represent monopoly rights|8 ra " te ^ 

to be without value. 

Value of Goodwill 

Although goodwill exists in every prosperous undertaking expected to 
yield future super profits, it is recorded in the books of a ‘ ^* de u 

take a visible shape only when it is acquired for a valuable co " s ‘^ e . r ,f' norm tl 
may be defind as the capitalised value of earning power m excess of the norma! 
return on the net investment in tangible property. Goodwill i* no» spoken o , 

as a rule, except in connection with competitive business. Furthermore it is 

incorrect to speak of the asset “goodwill” as existing ,n a business ha 
does not earn more than an ordinary rate of return. Evidence of goodwill is 
found in the existence of super profits, i.e the profit earned over and above a 
fair commercial return on the capital employed in the business. The value ot 
goodwill is, therefore, only maintained as long as superprofits are mamtamed 
It is an intangible asset and has no monetary value outside the husmess itsell, 
moreover as a rule, it is capable of realisation only if the whole business is sold. 
In view of its intangible nature and the fact that its value is always dependent 

upon the financial stability of the company, it is considered sound policy to 
write down goodwill as and when profits arc available, although there is no 
obligation on a company to write down purchased goodwill even though profits 
have declined. Goodwill should not appear in the company's books unless 
actually purchased and then not at a price in excess of cost. The analyst should 
never pass carelessly over this item. He should consider its size in relation to 
the profits and see that no improper items are ever debited to goodwill account. 
An important factor in the valuation of goodwill is whether or not it is readily 
transferable. “Goodwill has been very ably divided into three types—cat. dog 
and rat—in view of the peculiar habits of these three animals. The cat tends 
to stick to the abode; cat goodwill is therefore that which will adhere to be the 
business which is being transferred and is the most valuable. The dog follows 
his master: dog goodwill is difficult to transfer and is correspondingly less 
valuable. The rat is a migrant; rat goodwill is practically valueless, as it 
represents those customers who have no specialties either to the business or its 
properties and who may be here today and gone tomorrow. Summed up, cat 
goodwill is adherent; dog personal, and rat fugitive. Adherent goodwill is only 
valuable as attaching to the business; personal goodwill is unsaleable; fugitive 
goodwill is only valuable in that as one fugitive goes another may arrive.” 1 

Arithmetic of Goodwill Valuation 

The arithmetic of goodwill valuation may be as follows : 

A representive number of past years’ profits must be looked at ; one year is 
not sufficient in arriving at the estimared future profits. From the estimated 


1. H.A. RJ. wilson, Company Accountin (London, 1937), pp. 61-62. 
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profits, there must be deducted a fair rate of return on the capital that will be 
locked up in the business. The balance remaining is the super profit. The price 
to be paid can now be determined on the basis of so many years purchase. The 
number of years to be taken is difficult however, and depends upon the facts 
of the case. In essence, the purchase of goodwill is equivalent to the purchase 
of an annuity equal to the annual amount of the super profits. 
Economic forces tend to reduce the super profits to the level of commer¬ 
cial profits and consequently the annuity so described must be taken as 
a terminating annuity. Accordingly, the purchase of goodwill is like the purchase 
of a wasting asset which will gradually disappear. As it disappears, however, 
the business shall be building up its own goodwill, otherwise its business will 
decline. Obviously, the payment cannot be made in perpetuity. It may be 
admitted that in practice no very exact method could be evolved. A certain 
amount of elasticity in th evaluation of goodwill may not be altogether un¬ 
desirable. Suppose a business has tangible assets of Rs. 5,00,000 and has an 
average earning of Rs, 1,00,000. If the normal return in this line of business is 
10 per cent then the value of goodwill shall be calculated in the following way : 

(1) Capitalise the earnings at a fair rate of return to obtain a valuation 
for the business. 

Rs. 1.00,000 x-^=Rs. 10,00,000 

(2) Subtract the value of tangible assets from this valuation of the business 
as a going concern to find the value of goodwill. 

Rs. 10,00,000-Rs. 5.00,000= Rs. 5,00,000. 

An alternative method may also be adopted : 

1. Find the amount which would constitute normal earnings by multi¬ 
plying the tangible assets by a fair rate of interest. 

Rs. 500000X 10%= Rs. 50000. 

2. Determine excess earnings by subtracting the normal earnings from 
the actual earnings. Rs. 1,00,000 —Rs. 50,000 =Rs. 50,000. 

3. Capitalise the excess earning at the fair rate of return to find the value 

100 

of goodwill. Rs. 50,000 X-y^-=Rs. 5,00,000. 

Requirements of The Companies Act Regarding The Display of 
Fixed Assets in The Balance Sheet 

Schedule VI of the Companies Act, 1956, requires that the fixed 
capital expenditure be distinguished, as far as possible, between the several assets 
such as goodwill, land, buildings, leasehold property, railway sidings, develop- 
men of property, patents, trade marks, designs, livestock, motor car, vehicles 
etc. Each fixed asset will have to be shown at its original cost and under its 
appropriate heading. Any additions thereto or deductions therefrom during the 
yea r will have to be clearly indicated. The total depreciation written off under 
eac h head will have to be shown by way of deduction from the asset in question. 
In cases where the original cost figures cannot be ascertained, the valuation 
shown by the books shall be given and where any of the assets are sold, and the 
original cost in respect thereof is not ascertainable, the amount of the sale 
proceeds shall be shown as deduction. 

Where sums have been written off on reduction of capital or on a revalu¬ 
ation of assets, every balance sheet subsequent to the reduction or revaluation 
shall show the reduced figures and the date of the reduction in place of the 
original cost. Each balance sheet for the first five years subsequent to the 
date of the reduction shall show also the amount of the reduction made 
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Similarly, where sums have d ' d shalirhowfhe^ncrease/figur’es with 

balance sheet subsequent to such writing up shall show ba | ance sheet for 

a,so show ,he 

am 0 U ;‘x 0 e f d in = m nVon g er ,n use shou ld 

be disposed of as soon as that can be 

d ° ne ThTassew'are'kept on a basis th* is competitive 

concern value rather than the « '^ d ^" « beexpected ovre the 
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the current worth of the assets included. 

Onnosite the fixed assets will appear the more permanent type ot lunas 
Those are the ownership and creditorship securities which arc thought of as 
burnishing the fixed assets and providing working capital. 

are found in this section should be classified according!c^titeir nature Reserves 

created out of divisible profits are usually to be associated cct 

financial management. The directors of a company who use this means to protect 
the surplus from dividend declarations are building up lhc °" ner \ a '' d m 5 ^I SI '^ 
the margin of protection to creditors. In some cases surplus reserves such as 
the sinking fund reserve is compulsory because of the provmon for the redemp 
tion of debentures. Such a reserve, unlike the optional reserve (for example, 
the reserve for contingencies), affoads no clue to the temper of the financ al 
management. Fixed liability reserves such as reserve for pensions are ordinarily 
of minor importance. 

Guide Lines for Financial Structure 


Given that the goal of a company is the maximization of shareholders, 
wealth, the specific financial objectives are : 

1 . Growth in sales equal to or greater than the rate of growth of G NP. 

2. A profit margin on sales (Net Income after taxes) of 10% or 
more. 

3. A return on investment (ROD of at least 15% after taxes. 

4. A growth in earnings per share of 5% per annum. 

5. A growth in the market price per share of at least 5% per annum. 

Given these, some general financial guidelines may be suggested : 

1. Permanent needs should not be financed from short term resources ; 
the portion of current assets that are permanent investments should be financed 
on long term basis. 

2. Anticipate future needs and arrange financing before needs become 
immediate by cash forecasting. 

3. Procure finance in larger amounts rather than a series of small amounts 
to avoid transaction and other fixed costs. 
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4. “Financing is a personal business.” The Finance manager should 
cultivate personal and professional contacts with the loan executives of banks, 
and other financial institutions. 

5. Financial plan should be flexible so that unexpected needs are met. 

6 . Mail.tain freedom of future action and do not gel tied up with in- 
cumbering loan terms and conditions. 

7. New companies may use rented equipments or used equipments to keep 
the needs of funds to their ability to raise funds. 

8 . Judicious use of debt provides valuable leverage. 

9. Small and new companies, however, especially must recognize that 
growth requires a large ploughback of earninigsif excessive debt is to be avoided 
or equity ownership is not to be shared. Growth of sales may lead to a feeling 
of prosperity and large withdrawals, which may hamper the healthy growth of 
a company. 

On the decision to borrow consider the following : 

1 . Growth rate of future sales 

2. Stability of future sales 

3. Competitive structure of the industry 

4. Asset structure of the industry 

5. Control position and attitude towards risk of owners and management. 

6 . Lenders attitude towards the company and industry. 

Capital Structure 

The study of capital structure involves the analysis of the following three 
aspects : 

1. The amount of capital 

2. The composition or form of capital and the denomination of different 
types of securities. 

3. Whether the capitalisation is in fair proportion to the properties. 

The amount of capital required will depend upon the nature and size of 
business. The next point in connection with capitalisation is that of balanced 
capital structure. i.e„ a proper ratio between the various types of securities. This 
implies sound gearing, i.e., the proportion between the fixed interest capital 
(preference share capital and debentures) and the equity share capital. The 
company having smaller proportion of equity share capital in comparison with 
fixed interest capital shall be called highly-geared. On the other hand, if there 
is a greater proportion of equity share capital over the fixed interest capital, the 
company shall be called low-geared. The equity shares of a high-geared company 
will stand very high in relation to the equity shares of similar other companies in 
a prosperous period and w ill fall very steeply in a slump period, whilst low geared 
equity shares will rise more slowly in a period of prosperity and suffer a more 
gradual fall in a period of depression. It must now be recognised that high- 
geared equity shares are very speculative and high gearing is bad from the point of 
view of the company. Two broad types of securities can be issued by a company 
viz., shares and debentures. The shares represent ownership and the debentures 
creditorship in the company. The shares are subdivided into two main classes, 
viz., equity and preference. It is difficult to lay down general principles as 
regards the formulation of the financial plan of a company. But some guiding 
rules may be followed. 

1. Debentures should be issued only when the future earnings of the 
company are liberal and reasonably steady. It is not advisable to burden a 
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successful and is in need of additional capital. 

2 The preference shares may be issued when the JSgSS 

r^d^ 

s t es *n 

this conut ry is that it is only by the incorporation of this imvwon thaMg^ 
ference shares are made more attractive to the investors ^s the noncumu alive 
nrcfcrence shares carry a certain elementary risk, they do not attract tne 
conservative type of investors. Another fact adding to the attractiveness of the 
preference shares is their exemption from the payment of mcometax tn t 
days of high taxation, perference shares with even a low rate of dividendbut.free 
from incometax, would be preferable to those with a h i gher ra te° fd i v i d end 
but subject to taxation. The right to preferential claims to r eP“V men ‘ 
of capital in a winding up is rather common with preference issues in this 
country. Preference shares with other rights besides those noted above can a so 

be issued. For example, preference shares can be issued w ‘ l . h ‘ w'l rtiv^dend to 
pation in the profits of the company, over and above the .fijeddividendto 
which they arc entitled. In India preference shares with the right to participate 
in the profits of the company arc not much common. 1 reference shares 
with another feature, viz., callability or redeemability. can also be issued 
and arc quite common in the U.S.A. This type of preference shares ’as many 
advantages to offer. For example, in the case of a company which has been 
newly started and its credit not well established, an issue of redeemable pre¬ 
ference shares is advantageous. For later on when the company is well established 
equity shares can be substituted for the preference shares, and the financial 
position of the company can be placed on a better footing. In some cases it is 
found that due to market conditions, preference shares have to be issued at a 
high rate of dividend. In such cases if the preference shares arc made redeem¬ 
able they can later on be substituted by an issue of preference shares at a lower 
rate of dividend. A new concern can with advantage issue renccmable preference 
shares in order to secure working capital or to meet some other current expenses, 
with the intention later on to redeem the issue with the reserves created out of 
profit. In such cases, the issue serves a double purpose ; it helps the company 
to raise capital without affecting its control on the one hand and without incur¬ 
ring fixed obligations on the other. As a compared with debentures whose date 
of maturity is fixed, the date of redeemption of redeemable preference shares is 
not fixed in many cases. 


The advantage of issue of the redeeamble shares becomes obvious in India 
because of the fact that industrial concerns meet with financial difficulties at 
their very inception due to a faulty financial plan. In such cases, the concerns 
can obtain the necessary capital for current expenses or working capital by the 
issue of redeemable perference shares and escape from the difficulties which 
borrowing from outside sources entail, e.g., from banks at high rates of interest 
or by the issue of bebentures involving the payment of permanent fixed interest 
charges. 

Equity share capital and only equity share capital should be issued when 
the earnings of the new company are uncertain and unpredictable. The holders 
of equity shares know that they share in the profits of the company after prior 
charges have been met and that being given the right to '.vote, they can exert 
an influence on the management of the company. As a matter of fact, their 



106 


MANAGEMENT ACCOUNTANCY 


interests and those of the company are identical. 

Some sort of uniformity of denomination for the three types of securities, 
viz., equity shares, preference shares and debentures is highly desirable. In 
Indiain the case of equity shares the Rs. 10 denomination is much favoured; 
while in the case of preference shares, the Rs. 100 denomination seems 
to be more popular. Both the Rs. 10 and 100 denominations are within 
the reach of the small Indian investor, but the Rs. 500 and Rs. 1000 denomi¬ 
nations which have been favoured for debentures are definitely outside his reach. 
It is, therefore, desirable that the denomination for debentures should be fixed 
at Rs. 100 so as to enable the small investor to invest in this safe type of 
security. If equity shares of Rs. 10 each, preference shares of Rs. 100 each and 
debentures also of Rs. 100 each are issued by companies, some uniformity 0 f 
denomination will be easily obtained. 

The Capital Issues (Control) Act 1947 lays down the following provisions 
regarding the capital structure of a company registered under the Companies 
Act 1956. 

Ratio between Debt and Equity 

It is important that a company should have a balanced capital structure. 
It must strike a proper balance between its debts and equity capital. It should 
not have a capital structure unduly geared in favour of debts. The debt-equity 
ratio of 2 : 1 be observed. A higher ratio than 2 : 1 as between debt and 
equity is not favoured, that is to say, a position where the debts exceed double 
the equity capital is considered financially not prudent. 

For working on the debt/equity ratio in a company debts are deemed to 
include all fixed interest bearing securities, e.g. debentures, loans from financial 
institutions or parties and also deferred payments including interest thereon for 
purchase of capital equipment and redeemable preference shares with an outstand¬ 
ing period of less than 12 years. Short term loans maturing within a year will not 
be included in debt. Equity in this context is deemed to include paid up ordinary 
shares, free reserves, share premium, irredeemable preference shares and redeem¬ 
able preference shares with period of redemption of 12 years or more. 

Ratio between Equity paid up Capital and Preference Paid up Capital 

Importance is also attached to the ratio of equity paid up capital and 
preference paid up capital. An equity preference ratio of 3 : 1 be observed. 

Dividend on preference shares and interest on debentures 

Unduly high rates of dividend on preference shares and of interest on 
debentures are discouraged. The main consideration in view is that if rates 
higher than those really necessary are allowed, the equity shareholders may suffer. 
It has been provided that the preference shares cannot carry a rate of dividend 
of more than 11% and debentures should not bear the rate of interest of more 
than 10 %. 

Under Temporary Restrictions on Dividend Act 1974 a company cannot 
for a period of two years i.e. from 6.7. 1974- 5.7. 1976 declare or pay dividend 
for any financial year i.e. its accounting year in excess of the lower of the follow¬ 
ing two limits : 

(а) 33^% of the net profits of the company for that financial year and 

(б) the amount required to pay 12% dividend on the face value of the 
equity shares of the company and dividend payable on its preference 
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shares. But in order to boost the share market and encourage investment 
in equity shares the Companies Temporary Restrictions °r ^H,nd on 
Amendment Act 1975 relaxed the restriction on payment of dividend on 
equity shares. Under this amendment the companies 
a higher rate of dividend but the payment in cash is restricted o « 
and the rest is to be retained by the companies to be paid later on 
in instatements, on which they are statutorily required to pay simp 
interest at the rate of 8% per annum. 

The subscription to the shares, if phased in calls, should be got fully' 
up within a maximum period of 5 years. This is intended to secure to the 
prospective subscribers the easy marketability of their shares in the stock 
market. 


Under-capitalisation and Over-Capitalisation 


It seems to be a long-standing belief of our industrialists that the less the 
share capital of a company the greater the return on it and this has resulted in 
the practice of under-capitalisation as a definite policy. While capitalising, 
therefore, the motive to increase the rate of return by limiting the share capital 
gets the upper hand and the proper consideration viz., whether the raised lunds 
are adequate for acquiring fixed assets and working capital for a smooth and 
successful working of the company, becomes neglected. The undercapitalisation 
policy is practised by defferent industries in different ways and, of course, with 
different effects. It is carried to extremes in the case of Ahmedabad cotton 
mill companies which were started usually with one fourth of the block capital 
being raised by issuing shares. About one-third of the rest wassecured by seven- 
year deposits and two-thirds by one-year deposits. The financial difficulties 
which arise from such a situation have a very bad efTcct upon the minds and 
policy of those who run the business. Excessive reliance on short-term creditors, 
which gives rise to suspense even about the existence of the company and also 
creates permanent burdens of heavy fixed charges, makes the management 
diffident. In short, the power of resistance and recuperation arc both 
diminished in the case of under-capitalised concerns owing to the heavy fixed 
charges which must be met irrespective of the general condition of the industry. 

Over-Capitalisation 

It is rather difficult to say in the beginning whether stock has been 
watered or not, unless it is watered lavishly. Besides, if the extent of water is 
only limited as compared with the total capitalisation amount, it cannot do 
much harm. But when this safety limit is transgressed stock watering is sure 
to have far reaching effects. In such cases the capital resources left with the 
company prove insufficient for the purpose and consequently resort has to be 
made to borrowing funds from outside sources. Such concerns are shortly found 
to be over-capitalised in the sense that the value of the securities as shown in the 
books prove in excess of the value of assets, which is determined by their 
income-yielding capacity. 

“When the analyst shall label a company as over-capitalised, some regard 
a company as over-capitalised when any part of its capitalisation is in excess of 
the tangible property. Such a position is unwarranted. The presence of good 
will may be justified by the earning power of the property at the time of 
acquisition.” 1 

1. H. G. Guthmann, Analysis of Financial 'Statements (4th cd.. New York 1953), 
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A second viewpoint is to regard a company as over-capitalised when it is 
unable to earn a return on its capitalisation. In as much as the word over- 
capitalisation carries a suggestion of wilful wrong doing, it would be clear to 
use some more definite expression that indicated that the earning power was 
depressed or that the promoters had issued so much in the way of fixed income 
obligations as to render the capital structure top-heavy. 


Reserves that are Surplus 

The study of reserves that are surplus requires two steps: (1) the gathering 
together of the various accounts that represent surplus, such as general reserve, 
dividend equalisation reserve, so as to ascertain the total surplus; and (2) the 
analysing in so far as possible to ascertain what portion of the surplus is earned 
and what portion unearned. A reserve, such as the sinking fund reserve 
created for the redemption of debentures or the reserve for the redemption of 
of preference shares is returnable to general surplus after the purpose for which 
it is created has passed. Because of the drain on working capital caused by the 
actual retirement of the securities, it will usually be unwise to declarccash 
dividends on the basis of such surplus, although bonus shares would be 
appropriate. 


Ratio Measurements 


Plant Turnover 


Just as the receivables and inventories were checked by comparison with 
sales volume so the plant and equipment may be compared with sales to get 
plant turnover. Plant is meant to include the total fixed tangible assets used in 
operation and to exclude outside fixed investment and intangibles. The resulting 
ratio gives the rupees of sales in the accounting year per rupee in plant invest¬ 
ment. The higher the plant turnover, the better it is for the buisness. This ratio 
reflects the efficeicncy with which the fixed investment has been administered. 
Two considerations make it doubtful whether plant turnover can be used, other 
than tentatively, for such a purpose. They are : 


1. Changes in Price Level 


Sales tend to vary with changes in the level of prices, but plant values 
remain unaffected by such changes. It is shown in the books at cost priced 
until its parts are worn out or discarded and new units entered at the current 
level of prices. 

2. Provision for Depreciation 

If the net fixed assets after writing off depreciation are used in this ratio, 
two companies with equal plant costs but of different ages might show different 
plant turnovers. For this reason, it has been argued that the plant turnover 
should be calculated on the basis of gross rather than net plant value. Never¬ 
theless, some argue for the use of net plant value on the ground that whatever 
part of the asset has been depreciated it relieves the business of the burden of so 
much property investment. Occasionally, the net plant figure is given in the 
balance sheet. 
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Depreciation Reserve 

The adequacy of the amountTha'n studying 

examining the annual provision in the proht raniditv of its growth are 

the balance sheet. The sim of the rese c the performance of similar 

^ "" 
growth of depreciation reserves are . 

1. Age of property. 

2 - oSier £%£$£&&* depreciate slowly 

and machinery will depreciate rapidly. 

of conservatism. 

Long-Term Analysis: Debt To Equity Relationship 

the protectionoTcarnings. 


3. 



:y Ratios 

ownership fundsTto finance "tltea 5 nM!Myi? 0 ^^ter^^tc^rothxt^^tonM&^^wneM 

a: 

creditors. The advantage of using this ratio is that “ : .£ 0C " S “ This the 

amount of creditor funds being used to finance the . J„ S 1 ju® 

critical element from the point of view of both the owner and crcditQrs. The 
percentage of creditor funds to the total funds supplied is the P*™"*"? 
of the financial risk the company has assumed. The stability of e *™' n ®* ls *?' 
course a factor in determining the extent to which a company can engage in 
debt financing. 

For large companies, where current liabilities are a small percentage of 
total assets, they can be omitted in calculation of the debt-to-asset ratio. For 
smaller companies where the current liabilities are relatively large there 
frequently being no long-term debt at all, the debt-to-total assets ratio is 
cumulated on the basis of total debt-to-total assets. The reasons for not includ¬ 
ing current liabilities in the calculation of the debt to total assets ratio tor the 
large companies is because it unnecessarily complicates the calculation without 
adding to the answer. 

Returning to the comparative balance sheet of X Co. Ltd., on page 77 
we have: 

Creditor funds 


_ . IUIIU 

Percentage of debt financings Tota , Assets 
33,88,000+22,80,000 

1971 94,87,000 X100- 59 7/„ 

1972 
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Here we see that in 1972 creditors supplied 57.8% of the funds to finance 
all assets needs, a decline from 59.7% for 1971. The working capital position 
of the company deteriorated but its long term financing position improved. 

A complementary ratio uses equity funds in the place of creditor funds. 
This ratio measures the percentage of funds supplied by the shareholders. These 
two ratios taken together equal 100%. The equity to total assets ratio, however 
is not widely used as the first, since it focuses on the precentage of assets 
supplied by shareholders. The financial risk attaches, however, to the per¬ 
centage of assets supplied by creditors. 

Another ratio calculated to measure the relative proportions of creditor 
and equity funds invested in the company is the debt equity ratio which shows 
the creditor funds in terms of equity funds. 


Debt to equity ratio: 


Creditors funds 
Equity funds 


56,68,000 
38,19,000 1 481 

79,79,000 = 
58,42,000 


1971 

1972. 


These figures tell us that in 1972 creditors supplied Rs. 1.37 for every 
rupee supplied by shareholders and that in 1971 they supplied Rs. 1.48 for 
every rupee supplied by shareholders. From the point of view of creditors, the 
lower the percentage of creditor funds employed, the better. This view flows 
from the observation that the networth account serves as a buffer to absorb any 
shrinkage in the value of the assets. Any increase in the value of the assets 
does not accrue to the creditors but to the owners. Creditors generally arc not 
concerned with appreciation in the value of the company’s assets. Their interest 
is centered on receiving punctually the promised interest on the funds supplied 
and the repayment of the principal at maturity. For example, with creditor 
funds accounting for but 20% of the value of the assets it would be possible for 
the assets to shrink by 80% befor the creditors would begin to suffer a loss on 
their contribution. In contrast if creditors supplied 70% of the funds employed, 
the value of the assets need shrink by but 30% before the claims of the creditors 
against the company would begin to be impaired. 

Whether a given Debt-to-Equity measure depicts a favourable or unfavour¬ 
able condition depends, however, on the industry, the pattern of 
earnings, the trend and the position of the person making the analysis. A low 
percentage of debt to equity is generally viewed as favourable from the creditor 
position. A large margin of protection provides safety for the creditor. The 
same low percentage of debt, however, may be viewed as quite unsatisfactory by 
the shareholders. They may see in the use of such a small amount of creditor 
funds a neglected opportunity for using low-cost funds to acquire capital 
equipment that could earn a high return. The use of added debt would provide 
the needed funds for expansion and eliminate the participation of additional 
shareholders in the prosperity of the firm through making unnecessary the sale 
of additional shares. 


Earnings Protection: Times Interest (or Fixed) Charges Earned 

The financial manager as well as the investors, after obtaining a measure 
of the asset coverage afforded, the creditors who have lent their funds with 
expectation of receiving a modest but safe return and repayment of principal at 
maturity, will be interested in determining the earnings protection provided by 
the company. The long term supplier of funds, be the creditor or owner, is 
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earnings but from the sales of the merchandise. A short term bank loan.to 
example may be used to finance a seasonal rise in stock such as to y s at J^'V 1 ' 
time The loan will be repaid after the Diwal. festival when the ^ockbu ge 
his been sold. The funds received from the sale of the goods are applied 
directly against the loan. The importance of earnings to all long term investors 
whether cfebenture holders or shareholders, can be brought into sharp focus y 
considering the basis of company’s value. All goods can be classified into two 
groups—consumer’s goods and producer’s goods. The value of former is direct 
because of their ability to satisfy people’s needs and wants directly. Producer s 
goods however have value only to the extent that they can produce goods that 
will be needed or wanted by people. The value of producer s goods is indirect. 
Further there is no necessary relation between cost and value. The:cos1.to a 

firm to acquire a certain item of plant and machinery is not the value ot the 

item. The value of the capital goods will depend on the earnings the firm is 
able to generate with them while the purchase price represents their historical 
value. For this reason the financial manager wishes to determine not only the 
“book” assets protection as shown on the balance sheet and based on historical 
cost, but also the earnings protection the company affords the long term 
creditors. The earnings provide a measure of actual value of assets. The long 
term suppliers of funds look primarily to the earning protection the company 
affords while the short-term creditors are concerned with the liquidity position 
of the company. Because of the relatively direct relation that exists between 
the earnings of the company and the value of the company, when makings plans 
for longterm financing, the financial manager is more likely to concentrate on 
the income statement, i.e., profit and loss account. The long term creditor will 
be directly interested in the extent to which the earnings available will cover the 
interest on his obligations. He will also be concerned, however, with the extent 
to which the earnings are adequate to meet all interest payments. The measure 
that conveniently sums all the implications of the soundness of a long term 
senior security issue is called the times fixed charges earned ratio. 

This ratio is calculated by takings the earning available for fixed charges 
and dividing by the fixed charges. It measures the protection the earnings of 
the company afford the senior securities. If for example, times fixed charges 
earned is 5, the meaning is that the fixed charges have been earned 5 times over 
and that earnings could decline 80% and still be sufficient to meet these fixed 
charges. Generally, the greater the number of times the fixed charges are earned 
the more secure the issure. 

Returning to the comparative Profit and Loss Account of X Co. Ltd., on 
page 80 we have : 

Times fixed charges earned = ^ - T (Earnings before Interest & Tax) 

rixed Charges. 


1971 

1972 


20,23,000 

1,53,000 


13 times. 


34,42,000 

2,42,000 


= 14 times. 


In 1972 the X Co. Ltd. earned its fixed charges 14 times while in 1971 it 
had earned 13 times. EBIT could drop by roughly 91% from 1972 level before 
the company would not be covering its charges. 
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Earnings and the Equity Shareholders 

As the creditors and preference shareholders are interested in the earnings 
available to meet their annual claims, the residual owner of the company, i.e., 
equity shareholders of the company are interested in remaining earnings alter 
all claims and charges have been paid. The major distinction between debenture- 
holders. preference shareholders and equity shareholders is that the former, look 
to the margin of earnings before interest and taxes (EBIT) as a cushion to protect 
the quality standing of their investment while the latter look to the remaining 
available earnings after all charges, as a source of dividend, and the basis for 
future dividends, dividend increases and appreciation in market price. 

(a) Earnings per share : —It is computed by dividing earnings available to 
equity shareholder by number of shares outstanding. 

For X Company Ltd., the earnings per share : 

Rs =Rs - 1015 f ° r 1971 

Rs - mS = Rs - 851 for 1972 

X Company Ltd. paid dividends of 50 Paise and 60 Paise per share in 1971 
and 1972 respectively. 

Financial manager and the investors generally are interested in the safety 
of the current dividend. Equity shareholders are particularly interested in the 
possibility of an increase in the current dividend. 

(b) Pay Out Ratio This is calculated by dividind thedividend per share 
by the earnings per share. The pay out ratio of dividend to earnings for X 
CompanyLtd. are ; 

x 100=4.92% for 1971 
-^|y-x 100=7.06% for 1972. 

The pay out ratio is a test of managerial ability and reputation of the 
company. 

(c) Price Earnings Ratio :—This ratio indicates the times the earnings per 
share are covered by its market price. This ratio is useful in financial forecasting. 
It is calculated by dividing the earnings per share into the market price. This 
ratio is widely used by investors as a guide when considering the purchase of 
equity shares of a company. Assuming the market value of X Co. Ltd. be Rs. 40 
per share. Price earnings ratio would be approximately 4 (40/10.15) for 1971 and 
5 (40/8.51) for 1972. 

(d) Earnings Price Ratio It is computed to compare the return that the 
company is yielding. It is reciprocal of the price earnings ratio. It is computed 
by dividing earnings per equity share by market price per share and is expressed 
in terms of percentage. A low percentage or a high multiplier may reflect a high 
rate of growth in past. 

1971 S xioo=2s - 3% 

1972 s xloo=21 - 3 % 
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an as ass «-=* 

year and 

is calculated as under : 

Dividend Per Share 


Market-Price Per Share 
.50 


1971 


1972 


Rs.40 

.60 

Rs. 40 


1.25% 

1.50% 




COMPARATIVE ANALYSIS OF THE FIXED ASSEIS, FIXED LIABILITIES, TOTAL DEBTS AND OWNERSHIP 

INTEREST OF THE DUNLOP RUBBER CO. (INDIA) LTD. 

(In Thousands of Rupees) 
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(1) Capital Structure 

During the period 1954-56 the company was highly gang- in^he 
of fixed interest capital to equity:sharecapital was 5^4 j ' ordi . 

capital structure has been mcdy set right in 1957 by the issu • equity 

nary shares of Rs. 10 each. The proportion of fixed interest capita to eq y 
share capital is now 3:5 which shows that a proper rat‘0 has been struck between 
the various types of securities. The issue of debenture stock wl ™ f p the 

of the capital structure is justified on the ground that the e 
company are not only liberal but are also reasonably steady Rs 00 denomma 
tion of preference share and Rs. lO of ordinary share are such which are popular 
and arc within the reach of the Indian investors. 


(2) Tangible Assets to Total Debt 

The ratio of tangible assets to total debts should be at least 2:1. This 

ratio has steadily increased and in the year 1957 it is 3:1. 


(In Th ms and< of Rupees) 



1954 

1955 

1956 

1957 

(Rs.) 


(Rs.) 

(Rs.) 

(Rs.) 

Tangible assets 

77,249 

89.971 

1,01,847 

1,20,598 

Total debt (including both 

current and fixed liabilities) 

36.762 

2: 1 

35.836 

2.5 : 1 

45.403 

22:1 

37,276 

3 : 1 


The tangible assets after providing a full cover for the total debts leave a 
sufficient balance. This shows that the company is in a very sound position as 
regards the payment of its debts. 


(3) Working Capital to Funded Debt 

Working capital should equal or exceed the funded debt if the debentures 
are to enjoy investment quality. The ratio of working capital to debenture stock 
has steadily increased from 2.8:1 in 1954 to 5:1 in 1957. This shows that the 
funded debt is fully covered so far as payment of principal and interest is concer¬ 
ned in relation to working capital. 

(4) Mortgaged Assets to Secured Fixed Debts 

The 5 per cent debenture stock has a floating charge upon the assets of 
the company. The ratio of mortgaged assets to 5 per cent debenture stock was 
6:1 in 1954, which has steadily increased and in 1957, due to the redemption of 
Rs. 24,79,000 debenture stock the ratio has shot up to 11:1. The 5 per cent 
debenture stock is fully secured and enjoys a very comfortable margin of 
security. 

(5) Plant Turnover 

The ratio between fixed tangible operating assets and sales are given 
below : 


1954 

1:7 


1955 

1:5 


1956 

1:5 


1957 

1:5 
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These ratios give an idea about the rupees of sales in the accounting year 
per rupee of plant investment. For a rupee of plant investment the sale are 
Rs. 7 in 1954. This plant turnover has receded in 1955-57 but the ratio is 
maintained at 1:5. The higher the plant turnover the better it is for the busi¬ 
ness. This ratio is an index of the efficiency with which the fixed tangible assets 
have been administered. 

(6) Depreciation Reserve 

Not only fixed assets are fully depreciated but special depreciation reserve 
has been created from 1955 which stands at a figure of Rs. 1,20,46,174 in 1957. 

(7) Reserves and Surplus 

(a) Capital reserve which has been created by the issue of additional 

14,00,000 ordinary shares of Rs. 10 each at a permium of Rs. 5 per share stands 
at a figure of Rs. 70,00,000 

(b) Revenue reserves as on 31st Dec., 1957 Rs. 2,72,06,000 

Total Rs. 3,42,06,000 

In the face of high level of taxation and the rapid expansion of the 
company’s business, the building up of internal resources is of paramount 
importance from a sound financial point of view. The paid-up capital of the 
company as on 31st December 1957 stands at a figure of Rs. 3,70,00,000 against 
which the reserves are Rs. 3,42,06,000. The reserves very suitably match the paid- 
up capital of the company. It can now be confidently said that the company is in 
sound financial health. 

COMPARATIVE ANALYSIS OF THE PIXED ASSETS, FIXED LIABILITIES, TOTAL 
DEBT AND OWNERSHIP INTEREST OP THE JESSOP & CO., LTD. 

(In Thousands of Rupees) 


1954 1955 1956 1957 


Fixed tangible assets 

i 

1,110 

4,558 

8,978 

17,139 

Current assets 

2 


24,551 

40,032 

41,549 

Mortgaged assets 

1 

m 


25,934 

31,666 


Secured loan from bank 
Current liabilities 

Capital Structure : 

5% Cumulative Preference 
Shares of Rs. 100 each, fully 
paid up 

Rs. 10 Ordinary Shares 
Provision for depreciation 
Capital reserve 

Revenue reserves and surplus 
Sales 

Working capital 


4.137 

— 

12,702 

17,215 


1,000 

1,000 

5,100 

5,100 

310 

525 

242 

242 

4,428 

5,549 

50,338 

67,319 

6,661 

7,336 


3,819 

7,107 

25,943 

33,885 


2,000 

2,000 

10,198 

10,199 

510 

681 

242 

242 

6,757 

5,204 

65,606 

59,419 

10,270 

557 
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1. Capital Structure 

During the years 1954 and 1955 the proportion of fixed dividend capital 
to equity share capital was 1:5. In 1956, due to a considerable expansion of the 
works of the Company, the paid-up capital was doubled but the proportion 
between the cumulative preference shares and ordinary shares remained the 
same. The company has got a sound capital structure and is low geared. 
Rs. 100 denomination of 5 per cent cumulative preference shares and Rs. 10 of 
ordinary shares are such which are popular amongst the Indian investors and are 
within their reach. 

2. Tangible Assets to Total Debt 

From a sound company finance point of view, the ratio of tangible assets 
to total debt should be at least 2:1. In the years 1954-56, this ratio has been 
1.6:1 which has further deteriorated in 1957, being 1.4:1. 


(In Thousands of Rupees) 



1954 

1955 

1956 

1957 

Tangible assets 

27,610 

29,109 

49,010 


Total debt 

16.839 

17,215 

29.762 



1.6: 1 

1.6: 1 

1.6 : 1 

1.4 : 1 


There is a poor margin of security for the debtors of the company and it 
indicates a slight weakness in the financial health of the company. 


3. Mortgaged Assets to Secured Debts 

The bank overdraft is secured by mortgages of land, buildings, plant and 
machinery and by the hypothecation of stocks, stores, loose tools, patterns and 
drawings, work-in-progress and book debts. The ratio of mortagaged assets to 
bank overdraft was 4:1 in 1954. In the year 1955, there was no bank overdraft. 
In 1956 and 1957, the ratio was 6:1 and 4:1 respectively. The bank overdraft 
is fully secured and enjoys a very comfortable margin and security. 

4. Plant Turnover 


The ratio between fixed tangible operating assets and sales is given below : 

1954 1955 1956 1957 

1:12 1:14 1:7 1:3 

For very rupee of plant investment, the sales are Rs. 12 in 1954. This 
ratio has further improved to 14 in 1955, but from 1956, there is a steady 
deterioration in this ratio which has receded to 3 in 1957. The higher the 
plant turnover, the better it is for the company. This deterioration in the turn¬ 
over is an unhealthy symptom and needs caution on the part of management. 
But considerable expansion of the company’s works is in progress and the paid- 
up capital of the company which stood at Rs. 61,00,000 in 1955 was doubled in 
1956 to Rs. 1,21,98,000. During the same period, the fixed tangible assets which 
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were Rs. 45,58,000 increased to Rs. 89,78,000, /.<?., they also almost doubled. 
As at the close of the accounting year on 31 October 1957, the block stands at 
a figure of Rs. 1,71,39,322 which includes block-in-progress amounting to 
Rs. 61,89,947. The block has shot up to almost four times over the figure of 
1955. Unless this huge expansion in the works is completed, the sales will 
take some time to go up. The benefits of this expansion will show the result in 
future years. The directors have pointed out in their report of 1957 that the 
company's income from agency business has dwindled from Rs. 145.19 lakhs in 
1956 to Rs. 60.52 lakhs in 1957. They have dicided to close down its import 
and trading departments only retaining a few agencies which are of particular 
importance to the company's manufacturing activities. It is expected that 
funds at present employed in an unproductive part of the company's activities 
will be released for more useful employment on the manafacturing side. The 
products of this campany have a high reputation with the Government of India 
which purchases the bulk of the output. 

Provision for Depreciation 

The fixed assets of the company have considerably increased in 956 over 
those of 1955 due to expansion in works, but the provision for depreciation has 
been reduced in 1956 over that of 1955, /.*., in 1955 the amount provided for 
depreciation was Rs. 5,24,975 while the amount provided for 1956 was at a 
reduced figure of Rs. 5,10,431. With an increase in fixed assets the provision for 
depreciation should have also increased. This shows that in the year 1956 the 
fixed assets have not been fully depreciated as has been d ne in the past years. In 
the year 1957 the provision for depreciaion has been slightly raised from 1956, 
i.e.,from Rs. 5.10 lakhs in 1956 to Rs.6.81 lakhs in 1957. With the growing 
expansion in the company’s works, full provision for depreciation on block is a 
necessity. 

Reserves and Surplus 

(a) Capital reserve which stands at a figure of Rs. 2,42,258 

(b) Revenue reserves as on 31st October 1957 Rs. 52,04,199 

Rs. 54,46,457 


Despite the extremely satisfactory results and the substantial rise in the 
net profit, the directors have in the larger interest of the company decided not 
to declare any dividend on the ordinary shares for the year 1957, m view of the 
serious financial loss suffered by the company during 1955-56 and 1965-56, as a 
result of mismanagment. They have accordingly ploughed back a large amount 
of Rs. 37.38 lakhs into the reserve in 1957 as against only Rs. 12 lakhs made in 
1956. This consists of Rs. 26.77 lakhs to general reserve and Rs. 11.06 lakhs 
to provision for doubtful debts and sundry assets. 

The company’s paid-up capital as at 31 October 1957 stands at Rs. 121.99 
lakhs, of which 5 per cent cumulative preference shares of Rs. 100 each account 
for Rs. 20 lakhs and the balance being accounted for by the ordinary shares of 
Rs. 10 each. As against this the reserves and surplus aggregate Rs. 54.46 lakhs. 
The current liabilities stand at Rs. 410.13 lakhs of income even though 
the property remains unimpaired is usually for the taxation. The gross block 
of the value of Rs. 172.18 lakhs which includes additions during the year of 
Rs. 53.93 lakhs has been written down to Rs. 109.49 lakhs. Besides this there 
is block-in-progress amounting to Rs. 61.89 lakhs. The current assets aggregate 
Rs. 415.50 lakhs and are enough to cover the current liabilities and the provision 
for taxation. 1 ■' j&il* 


CHAPTER VIII 


ANALYSIS OF PROFIT AND LOSS ACCOUNT 


Importance from the Investor s Point of View 

Just as the balance sheet is said to be of primary interest to the short-term 
creditor, so the profit and loss account is given first place by the investor. An 
investor, whatsoever type of securities he purchases, plans to preserve his princi¬ 
pal intact and to receive in addition an annual payment. The preservation of 
capital depends upon the value of the assets; but the value of assets, in its turn, 
depends upon their yield. So, in short, the value of the principal depends upon 
its capacity to yield the expected income. The failure of income even though the 
property remains unimpaired, is usually sufficient to bring about a seiious fall in 
the market value of the security held. In fact, both the statements are essential to 
a well-rounded view. High earnings may be achieved by incurring excessive debt 
which the investor can only appreciate by examining the balance sheet. On the 
other hand, even current creditors arc likely to have a continuing relation with a 
business. Adequate profitability can provide sinews of financial strength for them 
if a business incurs too much debt or meets with temporary misfortune, such as 
inventory losses. Commercial banks in India with their increased extension of 
short-term credit have come to have a greater interest in and dependence upon 
earning power. Furthermore, interstatement comparisons of such items as sales, 
trade debtors and bills receivable, cost of goods sold, inventories, deprecia¬ 
tion and fixed assets aid the analyst in evaluating both balance sheet and 
reported earnings. 

The profit and loss accounts like balance sheet are of the greatest value 
when obtained over successive periods of time and so present comparative data 
at periodic intervals. The Companies Act of 1956 lays down that every 
company shall have to present its current profit and loss account in comparison 
with that of the preceding year. The comparative analysis of balance sheet 
consists of comparing the fluctuations in the amounts represented by individual 
items in successive finanacial statements. In the same way, successive profit 
and loss accounts are set up in parallel vertical columns and explanations of 
important changes in individual items are carefully obtained. The division of 
profit between the dillerent elements of our economy—labour, management, 
tax gatherers representing Central and State governments, and shareholders—has 
made more and more necessary objective analysis of the profit and loss 
account Profits are the essential means for reaching wider economic and 
social objectives. But profit means more than some relative figure in the profit 
and loss account at the end of accounting period. Only profitable business over 

J. ■ years can P ro . v,de i° bs and opportunity for employees; only pro- 
fitable business can earn a satisfactory return for investors on their investment; only 

^S. e KH nCernS I Can s ? end money on im P roved tools and methods that make 
nrfol b J«fc b ?T° d ^ Ct ? for customers; only profitable concerns can help others 
flTuLrmlv d f a * rs who hand,e th eir products and raw material suppliers; 

h"v ? profitt ? b ' e busmesses can pay the ' r share of the heavy costs of present 

day government by participating in the payment of incometax and corporation 

^SSSASL.'SS if „S£ h — ° r th * b -“ “> 
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Analysis of Gross Margin 

The item “gross magin” represents the difference between the sales and 
the cost of goods sold. A condensed form for a trading or manufacturing 


enterprise would be : 

Net Sales Rs 

Less cost of goods sold Rs. 

Gross profit Rs- 

Less administrative and selling expenses Rs. 


Net operating profit Rs. 

This form is of particular interest in showing the relation of cost of goods 
sold to sales and the gross profit margin. The data would be of value in explaining 
changes in net earnings. An analysis to account for the variation in gross main may 
be made if the number of units of the commodity sold is known. Variations in 
the item “gross margin” as shown in the profit and loss account, are caused by the 
variations in the items “sales” and “cost of goods sold.” Each of these variables 
however, is affected by two forces, commodity volume and price. In order to 
make an analysis for the variation in gross margin, it is necessary to study the 
following (1) variation in the item “sales” due to changes in commodity volume; 
(2) variation in the item “sales” due to changes in selling prices; (3) variation 
in the item “cost of goods sold” due to changes in commodity volume: and 
(4) variation in the item “cost of goods sold” due to changes in cost prices. 

This analysis can be made only in cases in which a single uniform 
commodity is sold or in which separate figures are available for sales, cost of 
goods sold and units of commodity sold and produced. 

The percentage of gross profit on sales indicates to the analyst whether the 
average mark-up on merchandise sold is sufficient normally to cover the cost 
of goods sold and to show a profit. 

Percentage of Net Profit to Sales 

Sales constitute the fundamental dynamic force in a business enterprise, 
for, without sufficient sales of merchandise or service, as the case may be, the 
business will not be successful. The number of rupees of sales, however, is but 
a superficial and sometimes erroneous measure of success. A business might 
raise its gross income from sales to very great heights by selling at prices which 
are so low as not to yield a satisfactory income after the cost of goods sold and 
the expense of doing business are deducted. It is not, therefore, the number of 
rupees of sales that measures the ultimate success, but the profitableness of the 
sales. The amount of the net profit is undoubtedly the most important figure 
in the profit and loss account. A company is formed to earn profit and its 
success is measured in terms of profit. Therefore, it is necessary to measure 
the profitableness of the sales. This measure is provided by the ratio of net 
profit to sales. 


Relation of Sales to the Price Level 
Sometimes an increase in sales is merely the result of a rise in the price 


•Means manufacturing cost 
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level This can better be appreciated by the following example. The sales of a 
company during the last three years were as follows: 

1970= Rs. 87,500 
1971 = Rs. 91,250 
1972= Rs. 98,750 

If the price level in 1971 and 1972 was 110 per cent and 125 per cent 
respectively of that in 1970, other things being equal, the sales in 1971 and 1972 
may be adjusted to the price level of 1970 as follows: 


Year 

Actual Sales 

Index 

Sales Adjusted 
to price Level 
in 1970 

Rs. 

1970 

87,500 

100 

87,500 

1971 

91,250 

110 

82,955 

1972 

98.750 

125 

79,000 


On the basis of the pieces in 1970 the sales of the company have actually 
declined. This example shows that the analyst should not operate in a 
vacuum divorced from the economic world, but should relate his analysis to 
business condition, in this instance to the price level. 

The X Co. Ltd 

STATEMENT ACCOUNTING FOR VARIATION IN NET PROFIT FOR THE 
YEARS ENDED 31 DECEMBER 1971 AND 1972 


Net Income 



1972 

1971 

Increase 

Decrease 


Rs. 

Rs. 

Rs. 

Rs. 

Sales (net) 

9,32,650 

8,64,352 

68,298 


Cost of goods sold 

5,64,379 

4,57,845 


1,06,531 

Gross margin 

3,68,274 

4,06,507 


• 

Selling expenses 

2,13,526 

2,10,325 


3,201 

C/o 

General and 
administrative 

1,54,748 

1,96,182 



expenses 

1,18,659 

1,24,327 

5,668 



36,089 

71,855 



Other expenses 

18,471 

20,250 

1,779 


Net profit 

17,618 

51,605 

75,745 

1,09,732 

Decrease in Net profit 



33,987 





1,09,732 

1,09,732 
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Nrl Profit was decreased by dec¬ 
rease in gross margin due to 

Increases in cost of goods 
sold : 1972 

1971 

5,64,376 

4,57,845 

1.06,531 


Less increase in net sales 1972 

1971 

9,32,650 

8,64.352 

68,298 

38,233 

Increases in selling expenses 1972 

1971 

2.13.526 

2,10,325 


3,201 

TOTAL OF FACTORS DECREASING NET PORPIT 

Net profit was increased by 

Decrease in general and 

administrative expenses 1971 1,24,327 

1972 1,18,659 

5.668 

41,434 

Decrease in other expenses 1971 

1972 

20,250 

18,471 

1,779 


TOTAL OF FACTORS INCREASING NET PROFIT 


7,447 

Decrease in net profit 



33,987 


The statement accounting for variation in net profit of the X Co. Ltd., 
shows that gross margin decreased by Rs. 38,233 which is the difference between 
an increase in cost of goods sold of Rs. 1,06,531 and increase in net sales of 
Rs. 68,298. How much of the variation in cost of goods sold and sales was due 
to change in commodity volume and how much was due to change in price 
may be determined as explained below. 

We have assumed that the following sales statistics have been obtained 
from the X Co., Ltd. 
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Year 

Units Sold 

1971 

12.50.630 

1972 

14.38,265 


The units sold in 1972 where 115 per cent of those sold in 1971. The 
decrease in gross margin may be analysed as follows : 

STATEMENT ACCOUNTING FOR VARIATION IN GROSS MARGIN FOR THE 
YEARS ENDED 31 DEC., 1971 AND 1972 

(1) Analysis of the increase in the item “sales” 


(a) Variation in commodity volume. 

If there had been no change in selling price. 

The commodity volume of goods sold in 1972 was 115 per cent of 1971. 
Therefore the sales in 1972 would have been 115 per cent of the sales in 
1971 or 

Rs. 8,64,352x 1.15 Rs. 9.94,005 

The 1971 sales amounted to 8,64,352 


Therefore the effect of the increase in commodity 
volume of sales was an increase in the item of sales. 


Rs. 1,29,653 


analysis of 
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B/o 

But selling price did change, as shown below : 

(i.) Variation in selling prices. 

The 1972 sales at 1971 prices were Rs. 9.94,005 
But 1972 sales were 9,32,650 


Therefore there was a decrease in the item sales due 
to the decrease in selling price. 

The above accounts for increase in the item "sales” 
as per comparative income statement 


Rs. 1,29,653 


Rs. 61,355 
Rs. 68,298 


(2) Analysis of the increase in the item “cost of goods sold” 

la) Variation in commodity volume. 

If there had been no change in cost price. 

The volume of goods sold in 1972 was 115 per cent of that in 1971. 
Therefore the cost of goods sold would have been 
115 per cent of 1971 cost Rs. 5,26,522 

The 1971 cost was 4,57,845 


(b) 


Therefore the efleect of the increase in the commodity 
volume of sales was an increase in the item cost of 
goods sold. 

But since Rs. 5,26,522 was not the actual cost of 
goods sold in 1972, there must have been a change in 
cost price. 


Variation in cost price. 

The actual cost 1972 was Rs. 5,64,376 

The 1972 cost at 1971 price was Rs. 5,26,522 


Rs. 68,677 


Therefore there must have been an increase in cost price of Rs. 37,854 

The above accounts for the increase in the item "cost 

of goods sold*' as per comparative income statement Rs. 1,06,531 


Operating Ratio 


The ascertainment of the percentage of cost of goods sold to sales is 
valuable. It will tell the percentage of gross profit margin. But the percentage 
of cost of goods sold and operating expenses to sales is still more valuable 
because it will yield the net operating profit margin, which will be available for 
income tax, transfers to reserves and return on capaital by way of dividend 


Cost of goods sold+operating expenses 
Sales 


= Operating ratio 


Suppose the cost of goods sold is 
Operating expense are 
And the sales are 
7,50,000+1,50,000 9,00,000 

10,00,000 ” 10,00,000 

Therefore, the net operating profit shall be 10 per cent. The analyst 
should study the tendency of this margin to widen or narrow from the profit 
and loss accounts of a number of years. Those expenses which are most 
controllable should be compared with similar expenses of the past years. In 
normol times the operating ratio should be low enough to leave a fraction of the 
sales rupee sufficient to give a fair return to the shareholders. The operating 
profit is the sum available after all normal operating charges, but before cash 
discounts earned and given, before payment of interest and incometax, before 


Rs. 7,50,000 
Rs. 1,05,000 
Rs. 10,00,000 
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income from investments or miscellaneous extraordinarg credits, and before 
extraordinary charges of an unusual nature and charges not actually incurred in 
operations during the accounting period. 

Gross Profit Tost of Inventory 

Under this test the cost of goods sold in the period preceding the date of 
the balance sheet is estimated by subtracting the customary percentage of gross 
profit from the sales. The estimated cost of goods sold is, in turn subtracted 
from the sum of purchases and expenses incurred during the period and the 
inventory at the beginning of the period to obtain a figure for final inventory 
which may be compared with the amount stated as inventory in the balance 
sheet at the end of the period. If the figures do not approximately agr ee,a 
reason is sought, particularly if the result points to a probable overstatement of 
inventory in the balance sheet. In case the assumed percentage of gross profit 
is incorrect, a disagreement is bound to exist. 

Percentage Analysis of the Various Operating 
Expenses to Net Sales 

Respective items of operating expenses are set up as a proportion of net 
sales which represent 100 per cent. If one is familiar with what might be 
called the normal proportions that particular items of expense should bear to 
net sales in a specific line of business activity like the normal relations between 
balance sheet items, it becomes evident when a particular expense is excessive. 
If successive profit and loss accounts are set up with each item as a percentage 
of net sales, trends are observable for comparative analysis. These expenses 
in a detailed statement would be broken down, with many subdivisions, under 
administrative and general expenses, selling expenses, provision for doubtful 
debts and depreciation on assets. 

Relation of the maintenance charges and depreciation provision to the gross 
fixed operating assets. If the fixed assets arc not kept in repair, their value may 
decline with no reflection in the balance sheet valuation of the asset. The 
adequate maintenance of the plant and machinery and similar assets is very 
important, and any deficiency in it will have an immediate and lasting effect 
on its earning capacity. The first charge on the income of an enterprise, 
therefore, is the expenditure on maintenance and the amount required for this 
purpose can easily be known from past experience. In years of poor earnings, 
many companies neglect the care of the fixed property and in good years, may 
or may not treat the property in the opposite manner. Outlays for current 
maintenance expense are generally spoken of as repairs, renewals, or replace¬ 
ments. The analyst should see that they are to be distinguished from expendi¬ 
ture for additions and improvements, which constitute increase in the investment 
in fixed assets The easy path of under-maintenance is followed by the 
management of an enterprise to represent its net earnings as being higher than 
they actually are. In India, where the management becomes interested in 
showing high net earnings, the possibilities of under maintenance are great. 

Depreciation 

Closely related to the maintenance is the expense of depreciation allow¬ 
ances because the life of an asset which determines how rapidly it shall be 
depreciated is affected by the amount of maintenance given to the asset. The 
neglect of depreciation provision is a regrettable feature of company finance 
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. India The general belief seems to be that if the property is kept in first 
« repair, depreciation is adequately cared for through maintenance. It is 
C one to suppose that depreciation cannot take place where maintenance is 
w !° : ale There is always a time after which the usefulness of a machinery 
reven a building is almost exhausted and replacement becomes necessary. When 
0 l a contingency arises it is realised that the capital of the concern or the 
nrincipal of the shareholders is not kept intact but has been spent away. The 
shareholders who look to the depreciation account in the balar.ce sheet are 
haps quite ignorant of this fact. The management must remember that not 
only efficiency must be retained but the investment also and for continued pro¬ 
sperity one is as necessary as the other. 

Some better managed companies in India do set aside certain amounts for 
depreciation over and above the maintenance charges. But there is no settled 
policy followed by them, nor does the same concern adhere to the same policy 
throughout its life. Only one feature seems to be common to all ; it is that 
depreciation is made a charge on profit. The amount to be set aside for 
depreciation, therefore usually fluctuates from year to year in accordance with 
the annual net earnings. It so happens that while some allowance is made in 
prosperous years, practically no allowance is made in lean years. It is quite 
a wrong method to charge depreciation on profit and not to include it in the 
cost of production. Depreciation at least to the extent to which it means 
physical deterioration of the assets must be a charge on the cost of production 
as truly as are fuel and labour. When depreciation is not included in the cost 
of production the price cannot be said to be really reflective of the cost. When 
depreciation is not strictly included in the cost of production but is made 
dependent upon the amount of earnings it becomes easy for the management 
to misrepresent earning by manipulating depreciation charges according to its 
needs. The analyst should find out the relation of the depreciation allowance 
to the fixed oprating asset and should compare the provision for depreciation 
in respect of the current year with those of previous years. Any variation in 
such a provision should be carefully noted. Differences in depreciation policy 
arc ordinarily thought of as most serious for their efTect upon reported earnings 
rather than upon the balance sheet. Section 205 of the Companies Act provides 
“No dividend shall be declared or paid by a company for any financial year 
except out of the profits of the company for that year arrived at after providing 
for depreciation in accordance with the provisions of sub-section (2) or out 
of the profits of the company for any previous financial year or years arrived 
at after providing for depreciation in accordance with those provisions. 

Extraordinary Charges 

To the net profit or loss from normal operations are added such credits or 
deducted such debits as might have arisen outside the normal operations of the 
business, to arrive at the final figure of net profit for the accounting period. 
These items are generally grouped under two headings, income credits and 
income charges. 

Income Credits 

Income credits are of wide varieties, including among other items, divi¬ 
dends and interest received on investments, profits on securities sold, profit on 
sale of assets, royalties, income from rented properties and tax ad justments. 

Income Charges 


From the net profit of normal operations are deducted such debits as 
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might have arisen outside the normal operations of a business to arrive at the 
final figure of net profit. Such charges can be divided into three classes : 

(1) Those items of expense which are not connected with the normal 
operations of a business such as losses on securities sold, losses on the disposal 
of fixed assets, expenses in carrying idle plant, and losses incurred in cancellation 
of leases. 

(2) The second type represents operating expenses of prior years, which 
came to light during the current accounting period, such as inventory shortage, 
additional taxes, and payment for legal services in prior years. In theory, 
these items should have been absorbed in the operating expenses of earlier 
years. 

(3) The third type represents extraordinary items of operating expenses 
during the current accounting period, such as expenses for guards and the 
transportation of non-striking employees in case of a strike. 

The analyst has to see that all income charges have been provided for 
before the ascertainment of the net profit. While the net profit from all 
sources is the measure of managerial capacity, earning from the main operations 
of a business are usually more stable than income from other sources in analy¬ 
sing the earning power of the enterprise. 

Income Tax 


If a business concern has a taxable income in the accounting period 
covered by the profit and loss account, there exists a liability for incometax 
that must be provided for. The analyst is concerned with the possibility that 
the tax may later prove to be over or under-stated. Over the long run, the 
subsequent corrections will make the total record accurate but short-run judg¬ 
ment about the earnings or working capital position of a particular year may 
be seriously in error. Differences between the income reported for tax purposes 
and for the shareholders will have interest. Footnotes to the profit and loss 
account may provide information on the point. With the growing complexities 
in the tax structure of companies, income tax has come to have huge impor¬ 
tance in recent years. The analyst should thoroughly examine the provision 
for such tax. 

Analysis of Profit and Loss Appropriation Account 

The last item in the balance sheet of a company is the balance of the 
profit and loss appropriation account. This account is the direct connecting 
link between the profit and loss account and the balance sheet. A business 
enterprise like a human body must have reserve strength available for every 
possible emergency. Sound business policy dictates that some portion of net 
profits be set aside for extension and development purposes. Suitable pro¬ 
vision should be made for the redemption of debentures and share capital, if any. 
Finally the provision for general reserve and such other funds as the dividend 
equalisation fund are equally necessary for a successful business. The creation 
of such reserves is to conserve the liquid resources of the company and provide 
for working capital and capital expansion without the issue of further share 
capital or debentures. The essential feature that distinguishes such reserves is 
the element of choice which is present. In the case of a company the creation 
of adequate reserves is a matter which calls for the greatest care and foresight 
on the part of the directors. The analyst should thoroughly examine these 
reserves and see that they are suitably provided from the net profits and are 
adequate. The profit and loss appropriation account should represent actula 
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earnings retained by a company over and above dividend disbursements. The 
distinction between revenue profits and capital profits is important, since 
ordinarily only the former is available for dividend payments. The analyst 
m ay occasionally learn that the fixed assets have been written up and the 
increase added to the profit and loss appropriation account. This practice is 
grossly misleading. The sources of capital profits and revenue profits should 
be carefully investigated by the analyst, if he hopes to estimate the assetd 
value of a business with any degree of accuracy, and to detect attempts at both 
over and under-statement of invested capital and earning power. 

Dividends 

The net profits that remain after meeting the requirements of the above 
reserves can rightly be divided among the shareholders as dividends. This does 
not mean that every rupee of this amount should be paid to the shareholders. 
Every company before proceeding to the allotment of dividends must take into 
consideration the following points ; 

(1) Is there presence of earned surplus not subject to restriction ? 

(2) What has been the past record of earnings, if the company is an old 
one ? 

(3) What are the future earning prospects ? 

(4) How strong is the company’s cash position after meeting its require¬ 
ments of working capital ? 

(5) What plans does the company have for the future development of its 
business ? 

(6) Does the company intend to undertake extensions of property with 
retained earnings, or with funds raised in some other manner ? 

The amount of net profits and dividend disbursements are of interest to the 
analyst as tests of managerial capacity and conservatism toward dividend policy. 
Since assets depreciate, operating expenses mount and contingencies arise, 
inadequate earnings or excessive dividend payments may eventually destroy a 
sound assets structure as shown by the balance sheet. 

“As a general rule dividend should be paid from earnings only, but this 
does not mean that these earnings must be current earnings. If the current 
earnings are insufficient, dividends may be paid from the accumulated earnings 
of prior years, that is to say, from earned surplus'*. 1 

Section 205 of the Companies Act, 1956, provides that no dividend shall 
be declared or paid except out of the profits of the company after providing 
for depreciation or out of moneys provided by the Central or State Govern¬ 
ments for the payment of the dividend in pursuance of a guarantee given by 
such Government. In the absence of any such guarantee which, if given, 
would be usually available only so long as the company does not make enough 
profits for the purpose of paying dividends, the company can never pay dividends 
except out of its own profits. 

A company has considerable liberty in the disposition of its profit, and 
the articles as long as they do not override general principles of law, may deal 
comprehensively and conclusively with this matter. It is possible to lay down 
two broad and general principles which hold good in all cases and which cannot 
in any circumstances be violated : 

(1) The shareholders, capital may not be used for the payment of a 
dividend. 


1. Roy A. Foulke, Practical Financial Statement Analysis (3rd ed.. New York, 1953). 
p. 588. 
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(2) A dividend may only be paid out of a bonafide surplus or profit. 

It will be seen that the second rule is corollary of the first. The object 
of the rule prohibiting the payment of dividends out of shareholders’ capital 
is to prevent the fund available for the payment of creditors from being 
depleted. It must be remembered that the articles of association are of para¬ 
mount importance when considering the question of divisible profits. The 
articles may provide precise tests by means of which profits available for 
dividend are to be ascertained but although they may restrict the general 
rules of law, they cannot extend them. Any articles which restrict the fund of 
divisible profits would have the utmost bearing on the problem, but one which 
purports to provide that dividends could, if necessary, be paid out of capital 
would be ultra vires and of no effect. 

“The underlying principle of the dividend policy must be to retain stability 
of the dividend rate. If the record of a company is consistent in this regard, 
its shares will be a better investment. When an occasion for raising more 
finance arises, a company following a a policy of stable dividends can do so on 
relatively easy terms. An investor too who holds shares in a company which 
follows such a policy can rely, under ordinary circumstances, upon a certain 
income. When the dividends of a company widely fluctuate, the shareholders 
can never say what they may get in any particular year from their holdings in 
such a company. Investments in the shares of such companies become a sort of 
speculation which only the few rich can afford’*. 1 

In order to maintain a reasonably consistent dividend policy it is highly 
essential that a company shall be conservative at all times. Some financial 
experts suggest that dividends should not be paid in the beginning even though 
earned. This postponement should be carried according to their opinion, until 
the business becomes seasoned to such a degree that its financial policy can be 
carefully planned and the future can be pretty definitely forecast on the basis of 
past performance. But the practicability or even the wisdom of such a 
policy is doubtful under the present conditions in India, where the shareholders 
arc eager to get dividends from the very beginning. Under such circumstances, 
if a company does not pay dividends for some years after it starts work, the 
price of its shares will come down and its credit will be lowered. With the 
aid of analytical tools the earnings of a company, barring the periods of trade 
fluctuations, can be predicted pretty accurately. When a certain rate is decided 
upon, it should be maintained as far as possible. As it is always difficult to 
reduce a higher rate to a lower one, it is advisable to start with a low rate. 

The problem of stability of dividends seems to have been neglected in the 
financial policy of Indian companies. Stable dividend rates have become, on 
the other hand a common feature of the industrial finance in other countries 
like Britain and the U.S.A. But no such policy is followed by our companies. 

“An examination of the dividend distributions of many corporations and 
the remaining surplus reveals marked differences regarding the accumulation of 
earnings and what is done with them. Among the several varieties of manage¬ 
ment policies in this respect are four general classes : dividends are paid to the 
jast dollar after providing for moderate reserves; the smallest possible dividend 
is paid in order to accumulate a large surplus: between these two extremes liberal 
reserves may be set up for every reasonable purpose, a substantial amount 
added to surplus and all that is left distributed to the stock holders; and lastly, 
regular dividends of a certain amount, say 5 or 6 per cent, are paid, the remain¬ 
ing profits being carried to surplus when there are any, and dividends paid from 
surplus when the current earnings are insufficient”. 2 

1. E. E. Lincoln, Applied Business Finance , p. 714. 

2. Roy A. Foulke, op. cit. t p, 589. 
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Manipulation of Profit Figures 

The two devices that are most commonly used for this purpose and that 
are of the utmost importance to the analyst are : 

(1) Making charges to the profit and loss appropriation account instead 
of the profit and loss account or vice versa. 

(2) Overstating or understating depreciation, amortisation, and other 
charges. 

Charging reserve to profit and loss appropriation account constitutes a 
practice of taking funds from surplus and reporting these sums at a later date 
as net profit. The charge to the profit and loss appropriation account goes 
unnoticed by all but the skilled and vigilant analyst. A similiar situation may 
arise where fixed assets are reappraised, revalued, and written down for conser¬ 
vative practices. The management may proceed to write off the excess value 
by a charge to profit and loss appropriation account, and by so doing decrease, 
future yearly depreciation charges and increase the net profits correspondingly. 
Another device which is practised is of making one charge to profit and loss 
appropriation account to wipe off such items as leaseholds, leasehold improve¬ 
ments, organisation expenses, development expenses, underwriting expenses, 
and other intangible items that have been acquired by purchase. Sound 
principles of accountancy demand that the cost of these items should be charged 
to profit and loss account over an appropriate number of years. By making 
one change to profit and loss appropriation account the profit and loss account 
is relieved of the future charges over the appropriate number of years, and 
earnings for these years are correspondingly inflated. 

“Overstatements and understatements of depreciation obsolescence, depletion 
and reserves for other purpose such as future losses and contingencies, are 
easily understood as a manipulative device, but not so easily noticed except by 
a most comprehensive study. To decide whether a particular charge for 
depreciation or depiction is adequate is often a matter of technical knowledge 
after the information has finally been obtained. This knowledge is more likely 
to be part and parcel of the equipment of the industrial engineer than of the 
financial analyst. What the analyst must and can at least do is to observe any 
deviations from past policies. Whenever depreciation charges are overstated or 
understated, reported net earnings are correspondingly distorted”. 1 

Sometimes an amount representing a reserve for contingencies is charged 
to net profit when no such reserve is appropriate or required. When such a 
provision is not properly chargeable to current revenues, the net profit for the 
period is obviously understated by the amount of the provision. If such a 
reserve is set up and certain charges are made against it in subsequent years, it 
is evident that profits for such periods may be significantly increased by mere 
whim. 

There are two widely used natural measures of net profit, a comparison 
with the tangible net worth of a business enterprise, and a comparison with net 
sales. Both measures are complementary ; the net profit on tangible net worth has 
become a guide to the use of funds invested in a business enterprise, the ability 
of the management to earn a return; while the net profit on net sales serves as 
a guide to particular operations and is more often utilised by active manage- 
ments. Those enterprises that show the highest percentage net profit on 
tangible net worth and on net sales, not for a single year but over a sustained 
period of time, are naturally the most highly regarded. 


1. Ibid., p. 516. 
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Dunlop Rubber Co. (India) Ltd. 

(see table on page 130) 

Net Sales 

There is a substantial increase in sales during the period of 1954 to 1957. 
In the year 1957 they have shot up to about Rs. 20 crores or 17 percent over 
the sales in 1956. Sales are to a business what blood is to the human body. 
They both support life. This steady and progressive upward trend in sales will 
keep the business in sound and robust health. 

Cost of Goods Sold 

Although there is a substantial increase in the volume of goods sold, the 
percentage of cost of goods sold to sales has increased. This is due to the 
policy of a reduction in selling price followed by the management. In the year 
1957 this percentage has begun receding, which is desirable feature. 


Gross Margin 

The percentage of gross profit to sales has declined due to reduction in 
selling price. This percentage has begun improving sincel957. 

Operating Expenses 

The operating section is the heart of the profit and loss account and its 
effective check and accuracy is a matter of prime importance. With an increase 
both in the volume of goods sold and in sales turnover the operating expenses 
have been nicely kept in check. Their percentage to sales has decreased. 

Operating Profit 

This figure is the measure of the ability, skill, aggressiveness and ingenuity 
of the management in operating the business of the company successfully for 
its main purpose. Due to reduction in operating expenses, the operating profit 
has improved as a percentage of sales. There is a definite improvement in this 
percentage in 1957 which augurs well for the future. Both the operating profit 
and the net profit are necessary for assessing the progress of the company. 

Income Credits 

To the profit from the normal operations of the business are added such 
credits as have arisen outside the normal operations of the company's business 
to arrive at the figure of net profit. They are: 

(1) Transfer fees 

(2) Interest receivable 

(3) Commission receivable 

(4) Royalities receivable 

(5) Profit on sale of assets 

(6) Rent receivable 

During the last four years this non-operating income is nominal and its 
percentage on sales is also very insignificant. 



1954 

1955 

1956 

1957 

Percentage on sales 

0.23% 

0.13% 

0 23% 

0.24% 
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This shows that the major earnings of the company are from its main 
business. 

Income Changes 

Because the interest charges on debenture stock, bank overdraft and 
other loans are financial expenses, the amount and even the existence of which 
depends upon the form of financing. They have arisen outside the normal 
operations of the business and are excluded from the operating section. Interest 
on debenture stock is a fixed charge which has decreased in 1957 due to the 
redemption of a part of the debenture stock. The other interest charges 
incurred are in respect of temporary loans and are insignificant in amount. 


The comparative profit margins in relation to turnover for the last four 
years have been given below. 



1954 

1955 

1956 

1957 

Before Taxation 

7.03% 

6 40% 

6.00% 

8.05% 

After Taxation 

4.28% 

360% 

3.20% 

4.03% 


Provision of Taxation 

The company has made full provision for taxation. In 1957 the provision 
for taxation is Rs. 86,51,561. being 4.02 per cent of sales. It includes the 
additional liability incurred in respect of the year 1956 as a consequence of 
the introduction of Wealth Tax, and the increase in the rates of Income and 
Super Tax under the Finance Act, 1957. 

Net Profit 

The margin of net profit as a percentage of sales has improved to 4.3 per 
cent in 1957 compared with 3.2 per cent in 1956, 3.6 per cent in 1955 and 
4.28 per cent in 1954. The following figures will reveal that the company is 
making satisfactory progress. 


PERCENTAGE OF SALES 



1954 

1955 

1956 

1957 

Gross profit 

18.23 

17.89 

15.52 

17.29 

Operating profit 

7.27 

6.70 

6.52 

8.29 

Net profit 

4.28 

3.60 

3.20 

4.03 


In the year 1957 the gross profit, the operating profit, and the net profit 
are well placed. There is an upward trend in all the three section. 


Transfer to General Reserve 

A business enterprise like a human body must have reserve strength 
available for every possible emergency. The company has made suitable 
provision for the reserve during the last four years. In the year 1957 not only 
a provision of Rs. 30,00,000 has been made for reserve but Rs. 8,98,049 have 
also been carried forward. 

Dividends 

After making payment of a dividend of 6 per cent on the preference 
shares, the dividend on ordinary shares has improved from 15 per cent in past 
years to 16j per cent in 1957. The company is following a conservative and 
stable dividend policy. 
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provision for depreciation 


1954 1955 1956 1957 

Rs. Rs. Rs. Rs. 


Fixed assets before 
depreciation 

Depreciation 
Percentage of dcprection 
to fixed assets 


2,04.84,623 3,22,20,523 

30,12,794 27,51,477 

14.7 8.5 


3,36,85,096 4,09,93,177 

30,54,568 27,68,550 

9.0 6.7 


There is a gradual decrease in the amount provided for depreciation 
But there is a depreciation reserve standing at a figure of Rs. 1,20,46,176 in 
1957, 


Profit on Net Worth 

The percentage of profit on net worth wnich was 13.92 percent in 1954 
receded to 9.43 percent. In 1956 in 1957 there is a slight increase in the percentage. 
The percentage of net profit to sales and the percentage of net profit to net worth, 
both have an upward trend. 

After applying the above test it can be said that the company is making 

satisfactory progress. 


Jessop and Co. Ltd. 

(see table on page 134 ) 

Net Sales 

There is a steady deterioration in sales. The decline in the turnover as 
pointed out by the directors in their report is due to their decision to close 
down the company’s import and trading departments completely, only retain¬ 
ing a few agencies which are of particular importance to the manufacturing 
activities of the company. The net margin on company’s importing and trading 
department was small and out of proportion to the effort and capital employed. 
This was mainly due to the restriction caused by import control and to the 
growth of indigenous manufacture. Funds at present employed in an unpro¬ 
ductive part of company’s activitives will thus be released for more useful 
employment on the manufacturing side. 

Cost of Goods Sold 

The percentage of cost of goods sold to sales has declined. 

The percentage of gross profit to sales which was 13.79 percent in 1955 
and 15.00 percent in 1956 has increased to 19.73 in 1957. 

Operating Expenses 

They have an upward tendency in 1957. 

Operating Profit 

There is a definite improvement in the operating profit. The percentage 
of operating profit to sales which was 5.70 in 1955, 8.87 in 1956 has improved 
to 11.38 in 1957. F 
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Income Credits 

During the last three years income arising outside the normal operations 
of the business has been as follows. 



Percentage of sale 


1955 1956 1957 

TTi 3^09 U4 


These income credits also include Rs. 2,44,000 and Rs. 7,54,000, being 
excess provision no longer required and transferred in 1955 and 1956 to the 
ofit a nd loss appropriation account. This is the provision made from the 
operating profits in the past. 


Income Charges 

They have arisen out of interest on bank overdraft, loss on sale of shares 
and transfer fee. The amount is significant. 

The comparative profit margins in relation to turnover for the last three 
years have been as follow. 

-1955 1956 1957 

Before taxation 7XH 10.90 11-75 

After taxation 4.07 3.94 4.69 


Provision for Taxation 

In order to meet the heavy incidence of taxation, the provision for taxation 
made in 1957 is Rs. 42,00,000 which is 7.06 percent of sales. 

Net Profit 

The margin of net profit as a percentage of sales has improved to 4.69 per 
cent in 1957 with 3.94 in 1956 and 4.01 in 1955. 

General Reserve 

The general reserve stands at a figure of Rs. 26,77,000 which is 4.50 per 
cent of sales. 

Dividend 

The company has paid dividend of 5 percent free of income tax on the 
cumulative preference shares. The results of the company's working for the 
year ending 31 October 1957, justify declaration of a dividend on ordinary 
shares, but provision has been made of Rs. 60,24,000 to cover possible losses 
in connection with the purchase of shares. In view of the magnitude of the 
financial loss suffered by the company, the Board of Management rightly feels 
that it is in the eventual interest of the shareholders to conserve the company's 
resources to the maximum possible extent and no dividend could be paid on the 
ordinary shares of the company. 

Provision for Depreciation 

The fixed assets of the company have considerably increased in 1956 over 
those of 1955 due to expansion in works, but the provision for depreciation has 
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been reduced in 1956 over that of 1955, i.e. in 1955 the amount provided for 
depreciation was Rs. 5,24,975 while the amount provided for in 1956 was at a 
reduced figure ofRs. 5,10,431; with an increase in fixed assets the provision for 
depreciation should have also increased. This shows that in the year 1956 the 
fixed assets have not been fully depreciated as has been done in past years. In 
the year 1957 the provision for depreciation has been slightly raised over 1956 
i.e. from Rs. 5.10 lakhs in 1956 to Rs. 6.81 lakhs in 1957. With thegrowing 
expansion in the company’s work, full provision for depreciation on block is 
a great necessity. 


Profit on Net worth 

The percentage of profit on net worth is as follows : 


1955 

1956 

1957 

18 

29 

29 


The two natural measures of net profit—a comparison with the net worth 
of the company and a comparison with net sales—when applied go to prove that 
the company is making satisfactory progress. 

In the final analysis, it can be said that the results of the working of the 
company are encouraging. 


■*. 



CHAPTER IX 

COMPARISON OF BALANCE SHEETS 
The Comparative Balance sheet 

The effects of the conduct of a business are reflected in its balance sheet by 
increases and decreases in the various assets and liabilities and in the proprietary 
equity or capital. These changes can be observed by a comparison of the 
balance sheets at the beginning and end of a period, and such observation often 
yields a considerable amount of information which is of value in forming an 
opinion regarding the progress of the enterprise. To facilitate comparison, a 
simple device known as the comparative balance sheet may be used. 

Comparative balance sheet analysis is the study of the trend of the same 
items, groups of items, and computed items in two or more balance sheets of the 
same business enterprise on different dates and the study of the trend of the 
proportions computed from these figures as of the different dates. The great 
advantage in comparative analysis is that it portrays the trends of particular 
features of a business enterprise and of the enterprise as a whole. 

If a train is moving forward at a known rate of speed it is reasonable to 
assume that it will continue to move at approximately the same rate unless 
some obstacle interrupts its progress abruptly or the motive power is increased 
or decreased. Similarly, it is reasonable to assume that unless some drastic 
change takes place in a business, it will continue to move in the same general 
direction as indicated by its comparative trends. ^ 

From the balance sheets of the Hindustan Lever Limited as at 31 December 
1956 and 1957 (see tables on pages 138-141), the comparative balance sheet has 
been constructed. The form consists of the two columns for the date of the 
original balance sheets and a third column for the increases and decreases in the 
various items. A fourth column containing the percentages of increases and 
decreases, has been added. • 

The company was incorporated in India in October 1933, as a private 
company with the name of Lever Brothers (India) Ltd. It was converted into 
a public company in 1956, and thereupon changed its name to Hindustan Lever 
Limited. At the end of 1955 the Hindustan Vanaspati Manufacturing Company 
Private Ltd., William Gossag and Sons (India) Private Ltd., and Joseph Grosfied 
and Sons (India) Private Ltd., were amalgamated with the company. These 
companies were wholly owned subsidiaries of Unilever Limited. London. 
Since then the Hindustan Lever Limited has carried, on the combined business 
comprising the manufacture and sale of soaps, detergents, toilet preparations, 
glycerine, vanaspati, margarine, edible oils and oilcake. 

Change in Capital 

In October 1956, the issued capital of the company was increased from 
Rs. 200 lakhs to Rs. 557 lakhs by the issue to Unilever Ltd. of 20,00,000 fully paid 
ordinary % shares of Rs. 10 each in consideration of the vesting in the company 
of the assets of the merged companies and 15,70,000 fully paid ordinary shares 


138 


MANAGEMENT ACCOUNTANCY 


BALANCE SHEET OF THE HINDUSTAN LEVER LIMITED FOR THE YEAR ENDED 

31 DECEMBER 1956 

(In Thousands of Rupees) _ 

ASSETS 


Current Assets : 

Cash and bank balance 
Investments 

Sundry debtors 

Less provision for doubtful debts 

Stores and spare parts 

Inventory 

Loose tools 

Advances and prepaid expenses 

Deposits with Government and public bodies 

TOTAL CURRENT ASSETS 
Fixed Assets : 

Freehold land 
Leasehold land 
Less depreciation 
Buildings 
Less depreciation 

Plant and machinery 
Less depreciation 

Furniture and fittings 
Less depreciation 

Motor vehicles 
Less depreciation 

Trade marks and goodwill 


11,080 

52 


18 

6 

16.596 

3.603 

25.342 

5,542 

1,428 

656 

1.250 

559 


TOTAL FIXED ASSETS 


9,718 

103 

11,028 

2,745 

43,394 

75 

3,660 

2.752 

302 

12 

12,993 

19,800 

772 

691 

623 


74,475 


35,193 


TOTAL 1,09,668 


LIABILITIES AND CAPITAL 


Current Liabilities : 

Bank overdraft 

Loan from subsidiaries 

Creditors 

Provision for retirement gratuity 
Provision for taxation 
Proposed dividend 


1,387 

2 

17,355 

2,989 

8,084 

4,177 


Contingent liabilities 

(claims not acknowledged as debts) 

Totol current liabi'itics 

Ordinary share capital 

Capital reserve 

Revenue reserves 

Surplus 


163 


34,157 

55,700 

6,262 

4,132 

9,417 

TOTAL 1.09,668 


. 
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BALANCB SHEET OF THE HINDUSTAN LEVER LTD. FOR THE YEAR ENDED 

31 DECEMBER 1957 _ 

(In Thousands of Rupees) _ 


ASSETS 


Current Assets : 




Cash and bank balance 


4,111 


Investment 


103 


Sundry debtors 

8,127 



Less provision for doubtful debts 

63 

8,064 


Inventory 


66,136 


Stores and spare parts 




Loose tools 


73 


Advances and prepaid expenses 


3,540 


Deposits with govt., and public bodies 


2,383 

AA / / A 

TOTAL CURRENT ASSETS 


— 

88,667 

Fixed Asstts : 




Freehold land 


302 


Leasehold 

18 



Less depreciation 

6 

12 


Buildings 

17,011 



Less depreciation 

4,233 

12,778 


Plant and machinary 

26.784 



Less depreciation 

7,749 

19,035 


Furniture and fittings 

“1,585 



Less depreciation 

752 

833 


Motor vehicles 

1,636 



Less depreciation 

822 

814 


Trade marks and goodwill 


623 


TOTAL FIXED ASSETS 



34,397 



TOTAL 

1,23,064 

LIABILITIES 

AND CAPITAL 




Current Liabilities : 


Bank overdraft 6,334 
Loan from subsidiaries 154 
Creditors 17,860 
Provision for retirement gratuity 2,229 
Provision for taxation 12,772 
Unclaimed dividend 47 
Proposed dividend 7,798 
Contigcnt liabilities 


TOTAL CURRENT LIABILITIES 

Ordinary share capital 

Capital reserve 

Revenue reserves 

Surplus 


47,194 

55,700 

6,262 

4,915 

8,993 


TOTAL 


1,23,064 
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COMPARATIVE BALANCB SHEET OF THE HINDUSTAN LEVER LIMITED ENDED 

31 DECEMBER 1956 AND 1957 

(In Thousands of Rupees) 

Assests 



1957 

1956 

Increase or Decrease 




Amouni 

Percentage 

Current Assets : 

Cash and bank balance 
Investments 

Sundry debtors 

Inventory 

Stores and spare parts 

Loose tools 

Advances and prepaid expenses 
Deposits with Government and 
public bodies 

4,111 

103 

8,127 

66,136 
4.257 . 

73 

3,540 

2.383 

88.730 

9,718 

|03 

11,080 

43.394 

3,745 

75 

3,660 

2.752 

74,527 

-5,607 

—2.953 

+ 22.742 
+ 512 

—2 

—120 

—369 

+14.203 

—57.7 

—26.6 

+ 52.4 

+ 136 

—2.6 

-3.3 

—13.4 

+ 190 

Less provision for doubtful 
debts 

63 

52 

+ 11 

+21.1 

TOTAL CURRENT ASSETS 

88,667 

74.475 

+ 14.192 

+ 19.0 

Fixed Assets : 





Freehold land 

Leasehold land 

Buildings 

Plant and machinery 

Furniture and Fittings 

Motor vehicles 

Trade marks and goodwill 

302 

18 

17.011 

26.784 

1,585 

1,636 

623 

302 

18 

16,596 

25.342 

1.428 

1,250 

623 

+ 415 

+ 1,442 

+ 157 

+ 386 

+2 5 

+ 5.6 

+ 11.0 

+ 3.8 

GROSS FIXED ASSETS 

47.959 

45.559 

+ 2.400 

+5.2 

Less provision for depreciation 
Leasehold land 

Buildings 

Plant and machinery 

Furniture and fittings 

Motor vehicles 

6 

4,233 

7,749 

752 

822 

6 

3,603 

5,542 

656 

559 

+ 630 
+ 2,207 

4 96 

+ 263 

+ 17.4 

+ 39.8 

+ 14.6 

+47.0 


13,562 

10,366 

+ 3,196 

+30.0 

NET FIXED 

ASSETS 

34,397 

35.193 

—796 

-2^ 

TOTAL 

1.23,064 

1,09,668 

—13,396 

-12.2 
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LIABILITIES AND CAPITAL Increase or Decrease 



1957 

1956 

Amount 

Percentage 

Current liabilities : 

Bank overdraft 

Loan from subsidiaries 

6,334 

154 

1,387 

2 

+4,947 
+ 152 

+ 356.6 
+ 7600.0 
+ 2.9 

Creditors 

17,860 

17,355 

+ 505 

Provision for retirement 
gratuity 

Provision for taxation 

2,229 

12,772 

2,989 

8,084 

—760 

+4.688 

—25.4 
+ 57.9 

Unclaimed dividend 

47 

— 

+47 

i QC C 

Proposed dividend 
Contigcnt liabilities 

7.79g 

4.177 

163 

+ 3,621 
—163 

+ 86.6 
—100.0 

TOTAL CURRENT 
LIABILITIES 

47,194 

34,157 

+ 13.037 

+ 38.1 

Ordinary shares capital 

55,700 

55,700 

— 

— 

Capital reccrve 

6,262 

6,262 

— 


Revenue resesves and surplus 13,908 

13,559 

+ 359 

+14.4 

TOTAL 

1,23,064 

1,09.668 

+7*396 

+ 12.2 

Net working capital 

41.473 

10,318 

+ 1,155 

+2.8 

Current ratio 

1.88 

2.18 

-.30 

— 13.7 

Tangible net worth 

75,248 

74.888 

+ 363 

+ .4 

Net sales 

3,31,924 

2,74.044 

+ 57,880 

+21.1 

Net profit 

10,022 

10,398 

—376 

-3.6 

Dividend 

7,798 

6,963 

+835 

+ 11.9 


of Rs. 10 each by capitalising Rs. 157 lakhs of profits standing to the credit of 
general reserve. 

The paid-up capital of the company as at 31 December 1957 was 
Rs. 5,57,00,000 divided into 55,70,000 ordinary shares of Rs. 10 each. On the 
same date, capital reserve was Rs. 62,62,000, revenue reserves Rs. 49,15,000 and 
surplus Rs. 89,93,000. The business of the company is well established and by 
the end of 1956 operations were being conducted on a tangible net worth of Rs. 
7,48,88,000 with a healthy financial condition. 

The comparative figures for 1956 and 1957 are given in the comparat ve 
balance sheet. The third column of the balance sheet gives the rupee change 
upward and downward for each item between these two sets of fiscal figures. 
sNot only the absolute changes in terms of rupees, in the comparative balance 
meet, but also the relative changes in percentages should be studied. The 
elative changes are important to the analyst. When he observes, for instance, 
that the current assets of the Company have increased by Rs. 1,41,92,000 and 
the current liabilities have increased by Rs. 1,30,37,000, this information be¬ 
comes more significant to him if the changes are also stated in terms of percen- 
tages that is, if it is stated that the current assets have increased 19 percent 
whereas the current libilities have increased 38.1 percent. In fact, on the basis 
of the information regarding relative change, the analyst might modify his 
opinion based on rupees of change. In the case under consideration the rupees 
ol current assets increased more than the rupees of current liabilities but in terms 
of percentage the increase was much greater in the current liabilities. 

In the computation of percentage it should be noted that if a certain item 
has a value in one year and none in the next as in thecase of contingent liabilities 
the percentage of decrease is 100 percent. However, if any item has no value in 
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the first year and has a value in the second year, no precentage can be shown 
because if a number is divided by zero, the quotient is infinity. 

In the comparative balance sheet most of the items show increase. The 
most important increase being in the following items. 


Item 

Increases 

Percentage 

Net sales 

5,78.80.000 

21.1 

Inventory 

2,27.42.000 

52-4 

Total current assets 

1,41,92,000 

19.9 

Total on both sides of the balance sheet 

1,33.96.000 

12.2 

Total current liabilities 

1,30,37.000 

38.1 

Items showing 

Decuases 

57.7 

Cash and bank balances 

56,07.000 

Sundry debtors 

29,53.000 

26.6 

Loose tools 

2.000 

2.6 

Advances and prepaid expenses 

1,20,000 

3.3 

Deposits with government and public bodies 

3,69.000 

13.4 

Book value of fixed assets 

7,96.000 

2.2 

Provision for retirement gratuity 

7,60,000 

25.4 

in 

Current ratio 


• >U 

Net profit 

3,76,000 

3.6 


The change in any one or in several of items between 1956 and 1957 may 
he determined without the use of this increase or decrease column. Thee is 
no doubt, however, that where used, this column does throw the important 
changes either upward or downward, into bold relief. To the analyst, signifi¬ 
cance 8 of these changes should become immediately apparen ■ 
each figure, item by item, and analyse the significance of its trend, whether that 
significance is of minor or of considerable importance. 


Cash and Bank Balance 

They decreased by Rs. 56,07,000-57.7 percent. This fall in cash and bank 
balances resulted largely from the increased stocks of raw materials and finished 
goods held at the end of 1957. 


Investments 


They represent investments in the shares 
subsidiary companies at cost (unquoted). 


of the wholly-owned four 


(1) United Traders Private Ltd. aaaaa 

10,000 Ordy. shares of Rs. 10 each fully paid=Rs. 1,00,000 

(2) Van Den Berghs (India) Private Ltd. € ^ 

100 Ordy. shares of Rs. 10 each fully paid = Rs.l,000 

(3) Levers Associated Trust Private Ltd. 

100 Ordy. shares of Rs. 10 each fully paid =Rs. 1,000 

(4) Levindra Trust Private Ltd. 

100 Ordy. shares of Rs. 10 each fully paid «=Rs. 1,000 

The 3rd and 4th subsidiaries are non-profit making organisations. 
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Sundry Debtors 

There is a decrease of Rs. 29,53,000 being 26.6 percent in the sundry 
debtors- What is significant is the fact that there is an increase of Rs_ 1 ,W> > 
? cl X S sun dry debtors over three months old which comes to 95 percent 
‘?th 0U ah provision in full of Rs. 63,324 against the doubtful debts has 
made 8 This almost doubles the increase in the sundry debtors which are over 
three months old and needs caution on the part of management. 


Inventory 

Inventory increased by Rs. 2,27,42,000 being 52.4 percent The ratio of net 
sales to inventory was 6.3 for 1956 and 5.0 for 1957. The relationship for the 
vear 1957 was a little low due to the fact that the inventory increased too much 
durinR the year and not because net sales were low. Moreover, the inventory 
was 159.4 percent of the working capital—an unbalanced condition. From 
sound financial point of view inventory should not exceed the working capital. 
This was due to heavy inventory in the year 1957. 


Current Assets 

Current assets increased by Rs. 1,41.92,000 during the year, being 19 
percent. This increase is the sum of the net differences in seven items that go 
to make up the current assets. 

Fixed Assets 

The net depreciated value of the fixed assets that is the freehold and lease¬ 
hold land, buildings, plant and machinery, furniture and fittings, and motor- 
vehicles, decreased by Rs. 7,96,000, being 2.2 percent. They represented 44.8 per 
cent of tangible net worth, which is a reasonable proportion. Additions made 
during the year 1956 amounted to Rs. 1,15,20,000 and in 1957 to Rs. 27,69,000. 


Trade Marks and Goodwill 

They were carried in both the balance sheets of 1956 and 1957 at the same 
amount of Rs. 6,23,264. Trade marks and goodwill are intangible items. They 
ought to have been shown separately in the balance sheet. It is not possible to 
assign their values separately. This grouping of intangible assets is highly 
irregular and is not in order according to the Companies Act of 1956. Good¬ 
will has no monetary value outside the business itself, moreover it is capable of 
realisation only if the whole business is sold. In view of its intangible nature and 
the fact that its value is always dependent upon the financial stability of the 
company, it is considered sound policy to write down goodwill as and when 
profits are available. Considering the high profits, which were Rs. 1,00,22,000 
in 1957, it is desirable that these intangible assets be written off. 

Bank Overdraft 


The bank overdraft increased by Rs. 49,47,000—356.6 percent. The net 
balance in the beginning of the year 1957 was about Rs. 84 lakhs (97 17,769- 
13.8M07) and the net borrowings at the end of the year about Rs.’23 lakhs 
(64,87,433—41,10,631). This fall in resources by Rs. 107 lakhs resulted largely 
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from the higher stocks of raw materials and finished goods held at the end of 
1957. 

Loans from Subsidiaries 

Loans from subsidiaries which were Rs. 2,000 in 1956 increased to 
Rs. 1,54,000. There has been a substantial increase of Rs. 1,52,000 in this loan 
in 1957. 

Creditors 

Creditors increased by Rs. 5,05,000 being 2.9 percent. Both the amounts 
due to bank and the creditors would normally expand along with increase in the 
inventory. This increase in creditors however was moderate because of rather 
substantial increase in bank overdraft. 


Provision for Retirement Gratuity 

There has been a change in the accounting procedure in 1957. The tax 
saving which will ultimately arise as a result of future payment of retirement 
gratuity has been given effect to in these accounts. In calculating the gratuity 
provision for the year, credit has been taken for this saving, amounting to 
Rs.5,12,000. The corresponding saving applicable to the accumulated provision 
as at 31 December 1956, amounting to Rs. 18,54,000 has been credited to profit 
and loss account. 


Provision for retirement gratuity 
Less future tax saving for 1957 
Accumulated provision as at 
31 Dec., 1956 


Rs. 45,95,038 

Rs. 5,12,000 

Rs. 18.54.000 23,66.000 

Rs. 22,29,038 


The amount needed for future payment of retirement gratuity has been 
reduced by Rs. 5,05,000, being 25.4 percent. 


Provision for Taxation 

The provision for taxation increased by Rs. 46,88,000, being 57.9 percent. 
The 1956 accounts were published before the 1957 budget was presented. 
Consequent upon the Finance (No. 2) Act, 1957 and the Wealth Tax Act, 1957, 
an additional Rs. 42,53,000 of taxation had to be provided for in respect of 1956, 
making the total provision for the year Rs. 1,62,42,000 of which Rs. 47,10,000 
was on account of the issue of Rs. 157 lakhs of bonus shares on 11th October 
1956. 

Dividend 

There is an increase of Rs. 36,21,000 being 86.5 per cent. A dividend for 
the year to 31 December 1957 at the rate of one rupee and forty Paise per share 
was paid free of income tax absorbing Rs. 77,98,000. In 1955, the rate of 
dividend paid was one rupee and twenty five Paise per share free of incometax. 
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The ordinary share capital remained unchanged at Rupees 5,57,00,000 
during both the years. 

Capital Reserve 

Capital reserve likewise remained unchanged at Rs. 62,62,000. 

Revenue Reserves and Surplus 

Revenue reserves and surplus increased by Rs. 3,59,000, being 14.4 per¬ 
cent. 


Net Working Capital 

Networking capital increased by Rs.l ^M.OOO, being 2.8 percent. Net 
working capital of Rs. 4,03,18,000 at the end of 1956 1 turned over oj times m 
net sales. The ratio between the net sales of Rs. 33,19,24,000 and the net 
working capital of Rs. 4,14 73,000 at the end of 1957 was 8 
increase in sales this decrease in ratio is unwarranted. The working capital 
was inadequate. To operate a business on inadequate working capital calls lor 
heavy liabilities. This characteristic is clearly portrayed by a heavy increase 
in bank overdraft. 


Current Ratio 

The current ratio decreased 13.7 percent. At 2.18 in 1956, the current 
ratio indicated a satisfactory relationship bcetween the current assets and current 
liabilities. At 1.88 in 1957 there is a deterioration in this ratio. The fact that 
the company has availed of substantial bank credit is reflected in the deteriorat¬ 
ing current ratio. 


Tangible Net Worth 


The tangible net worth for 1956 and 1957 comprised the following : 



1957 

1956 


Rs. 

Rs. 

Ordinary share capital 

5,57,00,000 

5,57,00,000 

Capital reserve 

62.62,000 

62,62,000 

Revenue reserves 

49,15,000 

41,32,000 

Surplus 

98,94,000 

94,17,000 


7,58,71,000 

7,55,11,000 

Less intangible assets 
(Trade Marks and goodwill) 

6,23,000 

6,23,000 

7,52,48,000 

7,48,88,000=3,60,000 or + .4% 

Trangible net worth 


The increase in tangible net worth of Rs. 3,60,000 represented the differ¬ 
ence between the revenue reserves and surplus of 1956 and 1957. The increase 
for the year is an attractive progress. 
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Net Sales 

The net sales increased by Rs. 5,78,80,000 or 21.1 per cent. An increase 
of 21.1 per cent in sales in one year is very substantial. This increase is being 
recorded in all the three sections of the business—soaps, foods and toilet 
preparations. 

Turnover by commodities was : 



Rs. 

Soaps and other detergents 

14,31,51.000 

Vanaspati margarine and other edible fats 

16,49,61,000 

Toilet preparations 

63,63,000 

Glycerine and groundnut cake 

1,74,49,000 


33,19,24,000 


The Company’s soap products continued to make steady progress, parti¬ 
cularly in rural areas where consumption is still relatively low. Sales of 
vanaspati were well up in 1956. Dalda did particularly well. There was a 
pronounced increase in the turnover of toilet preparations. The higher cost of 
production offset the gains from increased sales tonnages. Notwithstanding 
this progress there is a decrease in working capital The working capital at the 
end of 1956 turned over 6.7 times in net sales, while the ratio between the net 
sales and working capital at the end of 1957 was 8. The working capital was 
undernourished. The relationship between the net sales and the tangible net 
worth has also declined from 1956. The tangible net worth at the end of 1956 
turned over 3.6 times in the net sales, while in 1957 it turned over 4.4 times. 
The working capital and the net worth could not keep pace with the 
increasing volume of sales. 

Net Profit 

There is decrease in net profit by Rs. 3,76,000 or 3.6 percent. For the 
year 1956 the net profit amounted to Rs. 1,03,98,000 representing a return of 3.7 
percent on the net sales and 14 percent on the tangible net worth. In 1957 the 
net profit declined to Rs. 1,00,22,000, representing 3.0 percent in net sales and 13 
percent on the tangible net worth. Although the sales had increased in 1957, 
the selling prices were lower than in 1956. The higher costs offset the gains 
from increased sales. 

Dividend 


The rate of dividend slightly improved in 1957. In 1956, the dividend paid 
was at the rate of one rupee and twenty four Paise per share, but in 1957 it was 
raised to one rupee and forty Paise. The dividend was 67 percent of the book 
net profit for the year 1956 and 77 percent for the year 1957. 

The single balance sheet shows the balance of the accounts after closing the 
books as of a certain date. The comparative balance sheet shows not only the 
balances of the accounts as of different dates but also the extent of their increases 
or decreases between these dates. While in the single balance sheet the emphasis 
is on status, in the comparative balance sheet it is on the change. Although the 
balance sheet is a useful statement, the comparative balance sheet is even more 
useful, for it contains not only the data of the single balance sheet but also 
those which may be used in studying the trends in an enterprise Information 
regarding trends that indicate the direction in which the business is headed is 
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usually more significant to the anlayst than that ^°of V the operat^ 
and liabilities. The profit and loss account presents a review or v 

activities of a business; the comparative balance sheet shows the ene £ 
ation on its assets and liabilities. Thus the comparative balance sheet^c 
a connecting link between the balance sheet and the profit and loss ac 


Common-Size Balance Sheet 

Another device for the study for balance sheets and their changes is to 
compute the ratio of each asset to the total assets and the ratio of each■!'« > 

and capital item to total liabilities and capital. A statement n i • ™ ts 
known as common-size, or 100 percent statement, since the total 
and also that of the liabilities and capital is 100 percent and because this wouio 
be true of all statements so constructed they are of a common size. 

The comparative common-size balance sheet of the Hindustan Lever Ltd}, 
shows the relation of the components to the whole—that is, tl'c relation o 
asset to the total assets and each liability and capital item to total liabili 
capital. 

COMPARATIVE COMMON-SIZE BALANCE SHEET OF THE HINDUSTAN LEVER LTD. 

FOR THE YEARS ENDED 31 DECEMBER 1956 AND 1957 


ASSETS 


Current Assets : 

1957 

1956 

Cash and bank balances 

3.3% 

8.9% 

Investments 

.0 

.0 

Sundry debtors 

6.6 

10.0 

Inventory 

53.8 

39.6 

Stores and spare parts 

3.5 

3.4 

Loose tools 

.0 

.0 

Advances and prepaid expenses 

2.9 

3.4 

Deposits with government and public bodies 

1.9 

2.6 

TOTAL CURRENT ASSETS 

72 _ 0% 

67.2% 

Fixed Assets : 

Freehold land 

•3% 

•3% 

Leasehold land 

.0 

.0 

Buildings 

10.4 

11.8 

Plant and machinery 

15.4 

18.1 

Furniture and fittings 

.7 

.7 

Motor vehicles 

.7 

.6 

Trade mark and goodwill 

.5 

.6 



_ 

TOTAL FIXED ASSETS 

28.0% 

32.1% 


100.0% 

100.0% 
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LIABILITIES AND CAPITAL 


Current Liabilities : 

Bank overdraft 

Loan from subsidiaries 

Sundry creditors 

Provision for retirement gratuity 

Provision for taxation 

Proposed dividend 

Contingent liability 

TOTAL CURRENT LIAB1L1ES 

Capital : 

Ordinary share capital 

Capital reserve 

Revenue reserves and surplus 


5.2% 

13% 

.1 

.0 

14.5 

15.8 

1.8 

2.7 

10.4 

7.4 

6.4 

3.8 

— 

1 

3874% 

31.1% 

45.3% 

50.8% 

5.0 

5.7 

11.3 

12 4 

6L6% 

68^9% 

100 0% 

100.0% 


An inspection of the statement yields such information as that on 31 
December 1956, the current assets were 67.9 percent of the total assets and that 
on the same day in 1957 they were 72.0 percent of the total. It will be observed 
that there is a sizable increase in inventory in rupees as well as in terms of pre- 
centage of the total assets. Whether this increase in inventory is favourable or 
unfavourable depends upon sales volume, the profitableness of sales and the 
adequacy of the working capital. According to the comparative balance sheet 
the inventory increased by 52 percent in 1957 over 1956 and the sales increased 
by 21 percent. The working capital during the same period increased by about 
3 percent. This shows that the inventory has increased too much during the 
year which is an unfavourable symptom. 

A comparison of current assets and current liabilities in relation to total 
assets and total liabilities and capital reveals an unfavourable current financial 
condition. As of 31 December 1956, current assets represented 67.9 percent and 
current liabilities 31.1 percent of their respective totals. However, at the end 
of 1957, the curicnt assets were equal to 72 percent and currrent liabilities 
equalled 38.4 percent of their respective totals. During the year 1957, both 
current assets and current liabilities increased in rupee amounts; the current 
liabilities increased more than current assets. This situation is reflected in the 
overinvestment in inventory. Thus the comparative common-size balance sheet 
when read horizontally does not give information about the trends of the indivi¬ 
dual items but the trends of their relationship to the total. It is doubtful whether 
the observation of the trends of these relationship is of any value to the analyst 
because the total is affected by the variations in all its components, and there¬ 
fore the trends of the relationships are too complex for interpretation. If it 
could be established in any particular business that, for example, the inventory 
should, normally, be a certain percentage of total assets or that bills payable 
should normally be certain percentage of total liabilities and capital the common 
size balance sheet would be useful, but it is usually impossible to establish such 
a norm. 

It is possible, however, to compute the relative magnitude of each 
component of a sub-division of the balance sheet to the total of that sub-division. 
For example, it may be established in a certain case that the inventory should 
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not normally exceed 50 percent of current assets. In such a case the observation 
of the trend of the relationship of inventory to total current assets would oe 
desirable. 

From the above it is clear that the common-size balance sheet should be 
used for the study of proportions in a single balance sheet statement and not 
for the study of trends. It can also be profitably used for the comparison o 
two similar business enterprises at a certain date. Its value lies in its simple and 
direct picture of proportion. It gives no clue, however, to growth or shrinkage 
of the absolute rupee amounts in the actual balance sheets. Impressions gained 
from the study of the common-size balance sheet can be supplemented by referring 
tc the rupee changes, which are stated in the comparative balance sheet. 

Horizontal and Vertical Analysis 


The comparative balance sheet may be analysed both horizontally and 
vertically. The horizontal analysis consists of a study of the behaviour of each 
of the entities in the statement, that is, its increases or decreases with the passage 
of time. This is dynamic type of analysis, for it shows the changes which have taken 
place. The vertical analysis is a study of the quantitative relationship existing 
among the items at a particular date It is a static type of analysis. 

In studying the fixed assets of the Hindustan Lever Ltd., it is observed 
that the common-size balance sheet shows that they were 32.1 percent of 
the total assets as on 31 December 1956, and were 28 percent of the total on 
the same day in 1957. It should be borne in mind, however, that these percentage 
show the relation of the fixed assets to total assets in each year; they do 
not show the variation in the fixed assets from year to year. In fact upon 
referring to the comparative balance sheet, it is seen that although the percen¬ 
tage was lower in 1957 than in 1956, the fixed assets were actually a little higher. 
The reason for the decrease in percentage in the common-size balance sheet is 
that the total assets increased proportionately more than total fixed assets, and 
the percentage on 31 December 1957, is computed on a higher base than the 
percentage on 31 December 1956. 

The two types of analysis horizontal and vertical, form the backbone of 
modern financial statement analysis technique. It is important for the analyst 
to become familiar with the significance of each type. No conflict exists between 
them; each gives its own peculiar kind of information. Both kinds, static and 
dynamic, are necessary for the complete analysis. However, the mere com¬ 
putation of percentage is not sufficient. These percentages are used by the 
analyst as indicators and their indications must be interpreted; the analyst must 
determine whether the various proportions or changes are favourable or 
unfavourable. 1 


1. John N. Myer, Financial Statement Analysis (2nd cd.. New York), p. 83. 
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COMPARISON OF PROFIT AND LOSS ACCOUNTS 
Horizontal and Vertical Analysis 

The comparative profit and loss account like the comparative balance sheet 
may be analysed in two ways—horizontally and vertically. The horizontal. 
analysis shows the rate of change in the factors affecting income. Important 
upward or downward changes in rupees and in percentages are investigated and 
studied to ascertain their causes. The vertical analysis shows the distribution of 
the income from sales among the factors functioning to produce it. Such factors 
are expressed as percentages of net sales. Each percentage is then studied to 
ascertain whether particular items of expense are heavy, normal or low. Profit 
and loss accounts like balance sheets are of the greatest value when obtained 
over successive periods of time and so present comparative data at periodic 
intervals.. No conflict arises between the two types of analysis; each is supple¬ 
mentary to the other. By comparison of profit and loss accounts for successive 
periods, it is possible to observe the progress of a business. 

The profit and loss account in the schedule contains the principal items of 
income and expenses of the Hindustan Lever Ltd., for the year ended 
31 December 1957. This company closed its fiscal year with a tangible net 
worth of Rs. 7,52,48,000. The first item in the profit and loss account is gross 
sales for the year amounting to Rs. 33,61,56,000. From these gross sales, trade 


VERTICAL ANALYSIS OF THE PROFIT AND LOSS ACCOUNT OF THE HINDUSTAN LEVER 
LTD. FOR THE YEAR ENDED 31 DECEMBER 1957 
(In Thousands of Rupees) 




Amount 

Percentage 

Gross sales 


3,36,156 

101.22 

Less trade discount, etc. 


4,053 

1.22 

NET SALES 


3,32,103 

100.00 

Cost of goods sold 


2,66,498 

80.24 

GROSS PROFIT 


65.605 

19.76 

Operating expenses 


44,029 

13.26 

OPERATING PROFIT 

Income credits : 

Interest received on bank and current accounts 

86 

21.576 

6.50 

Miscellaneous income 

915 

1,001 

.30 

—» — — 

Profits after income credits 

Deduct income charges : 

Interest paid on bank and current accounts 

2 33 

22,577 

6.80 

Losses on disposal of assets 

31 

264 

.08 

Net profit before taxation 


22,313 

”6.72 

Less provision for taxation 


12,292 

3.70 

NET PROFIT 


10,021 

3.02 
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discount, etc. are deducted to 8 ive thc net sales ° f net sales to 

a: rswMS, sssffi 

r^ult^s^an 1 operating 'profit ''of 1 R°s. 245,76 000 ? Income credits for interest 
received on bank and current accounts and miscellaneous income, increase the 
figure to Rs. 2,25,77,000 while income charges of Rs, 2,64.000 brin g down th 
figure to Rs. 2,23,13,000 which is the net profit before taxation. After deducing 
provision for taxation in respect of income-tax and wealth tax, Rs. 1,22,92 U 
the net profit is Rs. 1,00,21,000. To make a vert,cal analysis of these figures 
every item in this schedule must be set up as a percentage of net sales. I ms 
has been done in the column to the right of the actual rupee figures. Gross 
sales of Rs. 33,61,56,000 become 101.22 per cent, trade discount etc., ol 
Rs. 40,53,000 become 1.22 per cent and net sales of Rs. 33,21,03,000 become 
100 per cent. Each successive item in the profit and loss account also becomes 
a percentage, cost of goods sold 80.24 per cent, gross profit 19.76 per cent, 
operating expenses 13.26 per cent, operating profit 6.50 per cent, 

income credits 0.30 per cent and income charges 0.08 per cent provision for 

taxation 3.70 per cent and net profit of Rs. 1,00,21.000 which becomes a per¬ 
centage net profit for the accounting period of 3.02 per cent. 

All items of expense in this concentrated schedule show their relationship 
to net sales. Under vertical analysis the place of these expenses in terms of 
percentage to net sales becomes quite clear. These percentage provide a vertica 
measurement of the relation of each item to net sales. They fail to reveal 
whether particular items of expense arc heavy, normal or low. As in the case 
of the horizontal percentage the vertical pescentagc arc not an end in themselves, 
but serve as indicators that require interpretation in the light of the underlying 
causes. 


The vertical percentages as calculated in a single profit and loss account 
tell only the partial story. They need to be compared, for measuring the pro¬ 
gress of a comyany, with percentages of successive profit and loss accounts. 
This requires horizontal analysis, under which comparative profit and loss 
account is prepared containing the same columns as the comparative balance 
sheet, and provides the same type of information; the account balances properly 
classified and grouped, the rupees of increases or decreases and the percentages 
of increases or decreases. The percentages serve the purpose of focussing atten¬ 
tion on the changes that have occurred; important or unusual changes will then 
be investigated and interpreted in the light of economic facts. 


The profit and loss accounts for the years 1955-57 are set up in compara¬ 
tive form in rupees. Following each of these rupee column appear the respective 
amounts of each item converted into a percentage of the net sales as explained 
under the procedure of vertical analysis. The last four columns give the changes 
in rupees and in percentage of respective items between 1955 and 1956, and 
1956 and 1957. 


Comparative Analysis For 1955, ’56 and '51 


Gross Sales 

There is substantial increase in gross sales during the period, 1955 to 
1957. Gross sales for the year 1957 totalled Rs. 33,61,56,000, an increase of 21 
per cent over the gross sales for the year 1956. For a management to set an 
objective of increased sales and then to go out and meet that objective is a real 
teat involving a high degree of initiative, ingenuity, aggressiveness and skilled 
management. On the increased gross sales, trade discount returns and 



COMPARATIVE PROFIT AND 1 OSS ACCOUNT OF THE HINDUSTAN LEVER LIMITED FOR YEAR ENDED 

DECEMBER 31, 1955, ‘56 AND 57’ 

(In Thousands of Rupees) 
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allowances dropped from 2.53 per cent of net sales in 1955 to 1.30 per cent in 
1956 and 1.22 per cent in 1957. Here was progress. 

Net Sales 

As a result of greater gross sales and smaller trade discount, returns and 
allowances, the net sales amounted to Rs. 33,21,03,000 in the year 1957 com¬ 
pared with Rs. 27,42,09,000 in 1956 and Rs. 12,12,56,000 in 1955. There has 
been an increase of about Rs. 6 crores or 21 per cent in the sales in 1957 over 
that of 1956. As has been pointed out in the directors’ report there have been 
increases in all the three sections of the company’s business—soaps, foods and 
toilet preparations. Although competition ramained severe, sales of the soap 
products continued to make steady progress particularly in the rural areas where 
consumption is still relatively low. Sales of vanaspati were well up in 1956. 
Dalda did particularly well. There was a pronounced increase in the turnover 
of toilet preparations, talcum and toilet powders making particularly good pro¬ 
gress. This steady and progressive upward trend in sales with scope and 
opportunity of expansion in rural areas will keep the business flourishing. 

Cost of Goods Sold 

Cost of goods sold which was 73.22 per cent of net sales in 1955 increased 
to 79.78 per cent in 1956 and 80.24 per cent in 1957. This increase, the 
directors point out in their report, was due to the prices of oils and fats being 
higher in 1957 than in previous years. The price of groundnut oil—the main 
raw material of the company—increased mostly because of good demand, 
supported by an increase in the excise duty. 

Gross Profit 

The percentage of gross profit to net sales which was 26.78 in 1955 
declined to 20.22 in 1956 and further receded to 19.76 in 1957. Despite the 
higher turnover, the lower soap profit margins and higher costs were mainly 
responsible for this decrease in the percentage of gross profit to net sales. 

Operating Expenses 

When we come to operating expenses the results are not quite satisfactory. 
With an increasing volume of business, the expenses could not be cut down. 
The percentage of operating expenses to net sales which was 12.97 in 1955 
increased to 13.26 in 1957. 

Operating Profit 

Higher costs, increased operating expenses, and lower soap profit margins 
reduced the operating profit from 13.81 per cent in 1955 to 6.50 per cent in 
1957. 

Income Credits 

To the profit from the normal operations of the business are added such 
credits as have arisen outside the normal operations of the company’s business 
to arrive at the figure of net profit. They are: 

(1) Trading profits of subsidiary 
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(2) Interest received on bank and current accounts 

(3) Miscellaneous income 

(4) Dividend from subsidiary 

(5) Surplus on liquidation of subsidiary and disposal of assets. During 
the last two years, this nonopcrating’income is nominal and its percentage on 
sales is also very insignificant. 

1957 1956 

Percentage on sales 0,30 0,52 

This shows that the major earnings of the company are from its main 
business. 

Income Charges 

Because interest paid on bank and current accounts is a financial expense 
the amount and even the existence of which depends upon the form of financing 
the payment of interest and the losses arising on the disposal of assets are 
excluded from the operating section. Interest charges incurred are in respect 
of temporary loans and are insignificant in amount. 

The comparative profit margins in relation to turnover for the last three 


years have been : 

1957 

1956 

1955 

Before taxation 

6.72 

8.16 

16.06 

After taxation 

3.02 

3.79 

7.38 


Provision for Taxation 

The company has made full provision for taxation in 1957. The total 
provision (including wealth tax) is Rs. 123 lakhs on a profit before taxation of 
Rs. 223 lakhs. This compares with taxation (after adjustment consequent upon 
the 1957 budget) of Rs. 162 lakhs in 1956 on a profit before taxation of Rs. 224 
lakhs. Included in 1956 taxation is Rs. 47 lakhs on account of the issue of 
Rs. 157 lakhs of bonus shares in October 1956. 


Net Profit 


The margin of net profit as per cent of net sales has deteriorated to 3.02 
per cent in 1957 compared with 3.79 per cent in 1956, and 7.38 per cent in 
1955. The following figures will reveal that the company is not making satis¬ 
factory progress in respect of profit margin as a percentage of net sales. 


PERCENTAGE OF SALES 



1957 

1956 

1955 

Grossprofit 

19.76 

20.22 

26.78 

Operating profit 

6.50 

7.65 

13.81 

Net profit 

3.02 

3.79 

7.38 


* n l n C , year . 19 ^Z ^ gr0SS profit ’ the °P eratin g Profit and the net profit 
are not well placed. There is a downward trend in all the three directions 
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In the table on pages 152-53 in ten columns, three in rupee figures for 
three successive years, three in percentage figures for three successive years, and 
four columns representing the changes in rupees and in percentages of respective 
items between 1955 & 1956, and 1956 & 1957 is the information arranged 
for a comparative analysis. The process involves the technique of arranging 
the figures in a comparative profit and loss account in the same sequence for 
the successive periods, and then having the rupee and percentage amounts of the 
same item in the same horizontal line. The process also involves the knowledge 
of vertical analysis so that the analyst will realise which items are excessive or 
out of balance for sound operations. 

The computations in the last four columns are helpful for ready reference, 
as they show the changes at a glance. The gross sales, for example, show an 
increase of Rs. 58,379 in 1957 over 1956 but at the same time show a decrease of 
0.08 per cent on the basis of net sales. Each item in the profit and loss account 
is treated similarly down to the net profit which shows a change in 1957 over 
1956 in the form of a decrease of Rs. 3,77,000 or 0.77 per cent on the net sales. 
The net profit in 1956 has increased by Rs. 14,33.000 over 1955 but the per¬ 
centage on the basis of net sales has decreased by 3 59. 

By setting up profit and loss accounts in this manner, the analyst is never 
under any illusion regarding final net profits. In fact, four so-called “profit 
figures” are obtained, all of which are essential for vertical and horizontal 
analysis, namely gross profit, operating profit, profit after extraordinary credits 
and charges and a final net profit after making provision for taxation. The first 
two of these profit figures arc always based upon the result of operations for the 
particular year and so are strictly comparable from year to year. The final net 
profit figure takes into consideration the overall results of the management by 
including all extraordinary or so-called “nonrecurrent” income credits and 
income charges for the business enterprise. 

The net profit is undoubtedly one of the most important items in the profit 
and loss accounts. The object of a business enterprise is to cam income and 
a business can be regarded as successful only when its income is adequate. In 
fact, as long as satisfactory income is earned, the existence of the various types 
of ailments that have been examined is not serious. Such a situation is, how¬ 
ever, unlikely, because the income would hardly be earned if the ailments 
existed, although occasionally one finds a business making money in spite of 
certain disproportions. 

Common-size Profit and Loss Account 

The vertical percentages in the comparative profit and loss account 
constitute a common size profit and loss account similar to the common-size 
balance sheet. In the common-size balance sheet, each asset is compared with 
total assets and each liability and capital item is compared with total liabilites 
and capital; in other words the relation of each part to the whole is indicated. 
In the common-size profit and loss account, the various parts are likewise 
compared with the whole, that is, the total income from sales is divided into 
its forms of disposition. The common-size profit and loss account may be 
arranged as seown on page 157. 

In the discussion of the common-size balance sheet it was stated that a 
horizontal reading yields the trend of the relationship of, for example, the 
inventory to total assets and not the trend of the item itself. It was further 
shown that it is doubtful whether the study of the trend of such a relationship 
or ratio is of any value to the analyst, since tne item “total assets” is affected 
by the variation in each of the assets of the business and, therefore, the trend of 
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COMPARATIVE COMMON-SIZE PROFIT AND LOSS ACCOUNT OF HINDUSTAN LEVER LTD 
FOR THE YEARS ENDED 31 DECEMBER 1955, 56 AND 57 

[In Percentage) 



1957 

1956 

1955 

Cost of goods sold 

Operating expenses 

Income charges 

Income lax 

80.24 

13.26 

.08 

3.70 

97.28 

79.78 

12.57 

.01 

4.37 

96.73 

73.22 

12.97 

.22 

8.68 

95,09 

Deduct 

Income credits 

.30 

.52 

2.47 


96.98 

96.21 

92.62 

Net profit for the year 

3.02 

3.79 

7.38 


100.00 

100.00 

100.00 


the relationship is too complicated for interpretation. This objection however, 
does not apply to the horizontal reading of the common-size profit and loss 
account, for the base, net sales represents simply the income from sales. A 
horizontal reading of, for example, the ratios of operating expenses to sales 
over a number of periods can be interpreted; it reveals the trend of the distri¬ 
bution of sales income to one of the factors operating to produce it. 

The profit and loss accounts of two enterprises may be compared in the 
same manner as their balance sheets. It is necessary to determine whether or 
not the assets are stated on a similar basis and whether or not the same 
accounting methods are used. 


CHAPTER XI 


INTERPRETATION OF THE MEASUREMENTS 


“The accounting profession is increasingly liberating itself from the status 
of being merely the provider of skilled recording services and is becoming 
concerned with the interpretation and use of accounts. The direction and 
speed of progress may depend on the reconciliation of three divergent views 
about the purposes of accounts. 

“First, accounts may be regarded as being primarily related to business 
needs for the guidance of the managements of individual enterprises. Secondly, 
because accountants are much influenced by contemporary legal requirements, 
accounting forms may be primarily related to the Companies Act and to tax 
legislation. Thirdly, fundamental methods of classification and valuation in 
accounting forms may be influenced by the views of the economists who have 
discovered the merits of accounting technique as a method of analysis. 1 ’* 

Interpretation of the Measurements 

After the analyst has computed a ratio he must interpret his measurement. 
This part of his work is more difficult, for the computation is merely a mechani¬ 
cal process; the interpretation of the measurement will require coniderablc 
ability. The analyst must decide whether the relationship is satisfactory or not. 
He may base his decision on experience in studying many statements or on 
comparison with normal or average ratios which have been arrived at by 
experience or as the result of research. In any event, the decision will rest with 
the analyst and the reliability of the decision will depend on his ability. The 
financial statements may be analysed both horizontally and vertically. In addi¬ 
tion two units of measurement are used—rupees and percentages. 


Horizontal or Dynamic Measures 

The horizontal measuring devices show changes with the passage of time. 
These changes are measured in rupees from comparative balance sheet and 
comparative profit and loss account. Similarly, measures in percentages are 
made from comparative balance sheet and comparative profit and loss account 
showing the percentages increases and decreases. They yield trend ratios. 


Vertical or Static Measures 

The vertical measuring devices are in terms of percentages and show the 
magnitudes of certain items in a set of statements relative to other items. They 
are: (1) structural ratios: (2) common-size balance sheet; and (3) common-size 
profit and loss account. 

1. F.S. Bray, The Interpretation of Accounts (London, 1957), p. 1. 
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Structural Ratios 

The function of the structural ratios is to evaluate powticm. T 
a very useful* purpose in calling attention to disproportions. Such rat.os which 
can be profitably used by an analyst are the following. 


(1) Current ratio 

(2) Acid test (quick assets to current liabilities) 

(3) Capital to liabilities 

(4) Capital to non-current assets 

(5) Net profit to capital 

(6) Days sales in receivables 

(7) Inventory turnover. 


Common-size Balance Sheet 

A device already explained which can be used in analysing balance sheets 
is to compute™ of each asset to total assets and the ratio of each 

liability and capital item to total liabilities and capital. In other words, the 
relation of each part to the whole is indicated. 

Common-size Profit and Loss Account 

In the common-size profit and loss account explained earlier, the various 
parts are likewise compared with the whole. That is, the total income from 
sales is divided into its form of disposition. 

Analytical Devices as Tools 


The analyst will not necessarily use in any particular study all the analyti¬ 
cal devices. What tools shall be employed in any specific instance will depend 
on the objective. If it is to study the proportions in one set of statements, the 
work will consist of a computation of vertical ratios. If it is to make an 
intensive analysis of the changes during the period, the analyst may study these 
changes in terms of rupees by means of comparative statements or in terms of 
percentages by means of the percentages of changes computed from the com¬ 
parative statements. If he seeks to make a long-range study, he will use the 
trend ratio as his principal tool supplementing them with structural ratios for 
perhaps the last period under consideration. 


Use of the Measurements 

In interpreting the financial statements, the analyst uses accounting data 
which show the financial status of a business in the realm of accounting con¬ 
ventions to obtain an opinion concerning the financial condition of that business 
in the economic world. The measurements computed from the statements are 
not precise measures of what he is seeking. Just as the economist would like 
to measure the fundamental forces governing economic behaviour, so the state¬ 
ment analyst would like to measure the fundamental forces underlying a business 
enterprise: but like th a economist, the statement analyst is usually not able to 
make precise measurements. The analyst who regards his financial statement 
ratios as precise measures on a par with measures used in physical sciences will 
probably not formulate valid conclusions. 
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The competent analyst regards his measurements as indications which call 
attention to any factors that are out of proportion or any extreme variations 
that have taken place. Having taken notice of a disproportion or unusual 
variation, he proceeds to seek an explanation for it. In some instances, the 
disproportion or variation may be satisfactorily explained, while in others, it may 
be indicative of an abnormal condition. The various ratios are, therefore, not 
ends in themselves but rather means to an end. They are mathematical aids 
for simplifying relationships so that the mind may readily grasp them. 

“The experienced analyst may conceivably form opinions from financial 
statements without perceptibly going through the motions of making mathe¬ 
matical calculations for he makes them subconsciously. He is able to recognise 
maladjustments in a business by means of a sence of proportion developed through 
experience. The computation of ratios and the use of other measuring devices 
helps to bring out facts which might otherwise be overlooked; but the actual 
interpretation of financial statements is a mental process for which there is no 
mechanical substitute’’. 1 

Some persons would seek to reduce statement analysis to a mechanical 
process, but the very nature of the material makes it impossible to do so. The 
analyst must modify the indications of his mathematical aids in accordance 
with his estimate of the degree of precision of the data before him. Then he 
uses them as guides which point the way to matters to be investigated. The 
explanation of unusual proportions or variations constitutes the interpretation of 
the measurements. 


Use of External Data 

No enterprise operates within a vacuum; its success is dependent upon 
many factors outside it. If the analyst considers only internal data, he may 
obtain a wholly unreal picture. Therefore, he must supplement the measure¬ 
ments obtained from the financial statements with data from the business world 
at large. The external data employed by the analyst may be divided into two 
classes : (1) information relating to general business conditions, and (2) informa¬ 
tion regarding conditions in the particular industry in which the enterprise 
under consideration is engaged. For example, a decline in income due to a 
decline in the sale prices realised in a certain business is a rather unfavourable 
tendency. However it appears less unfavourable if the analyst finds that the 
general price level has declined and still less unfavourable if prices in the 
industry, in which the enterprise is engaged have declined more than in the 
business under consideration. In a similar manner, an increase in income is 
greatly detracted if the furture prospects in the industry are questionable as for 
instance, when one type of product is likely to be superseded by others or 
when one kind of service may be supplanted by another. 

Weakness in Financial Structure 

The financial statement analysis is largely a study of variations in the 
statement items and a measurement of the proportions between various items. 
When any of them is out of proportion, the measuring devices call attention 
to the disproportion and the analyst seeks to find the reason for it. Such 
disproportions usully indicate weakness in the financial structure and may be 
symptoms of pathological conditions. Just as the physician readily recognises 


1. John N. Myer, Financial Statement Analysis (2nd cd.. New York), p. 179. 
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the symptoms of human ailments, the statement 

recognise the ailments of business enterprises. Since this ab bty ^ca dj 

onVby practice, the analyst should follow a laboratory method m h«^tud«« 
by analysing as many statement as possible. He will thus develop y 

recognising the more common disproportions. 

Every business enterprise has its own peculiar problems even ts each 
human being has his idiosyncrasies; but just as certain P ro J” " i “ m ™he 

to all human beings so are certain problems common to all enterprises. 

points at which weaknesses in the financial structure most commonly occur and 
which should therefore be made the primary objects of scrutiny in an ana y. 
are the following: 


(1) Trade debtors and bills receivable 

(2) Stock-in-trade 

(3) Fixed assets 

(4) Creditorship securities 

(5) Ownership securities 

(6) Net profit. 


Interpretation of the Position of Trade Debtors and Bills Receivable 

The position of accounts and bills receivable is measured in relation to 
sales. In studying the ratio of sales to receivables, the object is to determine 
what proportion of the sales during a period remains unpaid as of the last day 
of that period. If the ratio is unusually low it may indicate that the receivables 
are too large in proportion to the amount of sales. Take, for example, a case 
in which the trade debtors and bills receivable amount to Rs. 62,130 on 
31 December of a certain year and the total sales for the year are Rs. 3,76,045. 
The ratio of sales to receivables is 6:1. It may be that the analyst considers 
the normal ratio to be 10:1. He would accordingly in the absence of any other 
explanation conclude that the collection velocity of the business is much too 
low. Assuming that the year contains 300 business days the receivables are 
collected in about 50 days. A ratio of 10:1 would indicate that the normal 
collection period is 30 days. Therefore, the hypothetical business is about 20 
business days slow in collecting receivables. 

We can arrive at this result in the following manner. The average daily 
sales on the basis of a business year of 300 days come to Rs. 1,250. By dividing 
Rs. 62,130 receivables on 31 December of the year by Rs. 1,250 (the average 
day’s sales during year) it is found that the receivables represent approximately 
50 day’s sales. If the terms of sales are 30 days, the enterprise is about 20 days 
slow in collecting receivables. The day's sales in receivables is a convenient 
substitute for the ratio of sales to receivables because it can be interpreted more 
easily. 

It is desirable that gross amount of receivables from customers be used for 
this purpose without deducting the provision for doubtful accounts. The deduc¬ 
tion of this provision would raise the ratio and give an impression that more 
receivables had been collected than is actually the case. If sales on a cash basis 
are included in the sales figure, a rough allowance may be made for them; and 
if cash discounts are offered to cu^omers the average collection period will be 
shortened. The external analyst unfortunately does not usually have this 
information and can only estimate such matters, a fact which shows the lack of 
precision of the measurement. 
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Levels of Analysis 

If the analyst desires to determine the fundamental causes of any dis¬ 
proportions or extreme variations in financial statements he will have to carry 
out his analysis on what may be regarded as four levels of analysis. These levels 
are as follows: 

(1) The structural ratio level 

(2) The trend ratio level 

(3) The level of analysis of the variables 

(4) The economic level. 

Structural Ratio Level of Analysis 


The following are the sales and trade debtors of the Mahindra and 
Mahindra Ltd. 



Sales 

Trade Debtors 

Ratio of Sales to 
Trade Debtors 


Rs. 

Rs. 

% 

For the year ending 31 October 1957 

24.41.27.000 

3.88.00,000 

629% 

For the year ending 31 October 1958 

17.68.87.000 

3.70,51.000 

477% 


This anaylsis of the relation of sales and trade debtors shows that the 
relationship on 31 October 1958 was less favourable than 31 October 1957 since 
the ratio declined, indicating that trade debtors were greater on 31 October 
1958 in proportion to the sales during the year. However, it gives no inkling 
as to the causes of the change in the relationship. The structural ratio analysis 
is, therefore a most superficial one. However, in some cases this superficial 
analysis is all that is required; it may indicate, for instance, tkat the relation¬ 
ship is so unfavourable, that no further investigation is necessary. 

The structural ratios are significant to the analyst if he has a basis for 
deciding what the relationship measured should normally be. If he knows on 
the basis of past experience that the average collection period is about 50 days 
and the year is assumed to contain 300 business days, the normal ratio is 525 
percent. He will conclude that the position of trade debtors on 31 October 
1957 was above normal and that on 31 October 1958 it was below normal. 
Knowing that a business is above or below normal with respect to the position 
of trade debtors may be of interest but such knowledge is not sufficient to the 
analyst who desires to know as far as possible what is occurring in a business. 
If a decline has taken place in the ratio, he wants to ascertain its cause, bor 
this information he must pass on to the trend ratio level of analysis. 

The trend Ratio Level of Analysis 


The trends in a business are more clearly seen when several consecutive 
statements are compared. The behaviour of sales and trade debtors of the 
Mahindra and Mahindra Ltd., for the past three years was as follows: 


Year 

Sates 

Rs. 

Sales trend 
Ratio 

Trad • Debtors 
Oct. 31 

Rs. 

Receivables 
trend Ratio 

Structural 

Ratio 

1956 

1957 

1958 

14.03,40.000 

24.41,27,000 

17.68.87.000 

100% 

174% 

125% 

2.95.64.000 

3,88.00.000 

3.70.51,COO 

100% 

131% 

125% 

474% 
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The structural ratio of *ales. that 

increase in 1957 over 1956 declined in 1958. The tre n<&ntK b ' t the sales 
with an increase in sales in 1957 the . 19 c 8 the total volume of 

increased at a higher rate than the trade debtors. In 1‘^principally due to 
turnover declined as compared to the last y • comoanY *s ability to import 
the shortage of foreign exchange both declined 

trade debtors. 

Although the trend ratios show how sales and trade deb 
cause the structural ratio to decline they do not give: the^compieie ^ 
The analyst who seeks the underlying causes of business P h ®"°®5 to answer 
to know why sales and trade debtors declined as they did. In orde 
such questions he must pass on to another level of analysis. 


Level of Analysis of Variables 

The two variables under consideration are sales and rcc ^*kjes. 

analysis of the variation in the item “sales" in the profit and-I'S^.^dUv volume 
be made in terms of the amounts due to ( 1 ) variation 'nthecommodity volum 
and (2) variation in prices at which the product was sold. Tlns anaiysis requires 
information as to the number of units of commodity sold When the an y 
docs not have such information available he cannot proceed on this level. 

An analysis of the trade debtors found in the balance sheet may be made 
by ageing the accounts. This procedure will reveal to what extent the accoun 
receivable arc past due and may account for any unduly amoun of trade 
debtors. An excessive amount of trade debtors or over-extended credit is one o 
the common weakness in the financial structure of business enterprises, bucii a 
condition indicates that the function of collecting the debtors is not °P crat, "S 
with sufficient velocity. The factors within an enterprise affecting t»\e volume 
of trade debtors which must be studied to diagnose a condition of overextended 
credit are as follows: 


(1) The collection policy 

(2) The terms granted 

When measurement of the variation in sales due to variation in com- 
mdity volume and in prices has been affected, however, the root of the 
problem has not been reached. These variations are due to numerous forces, 
all of which may be accounted for. Similarly, there are many reasons why 
trade debtors have behaved as they have and these causes may be discovered by 
the diligent analyst. For the analysis of these forces, it is necessary to descend 
to the final level which is the economic level. 


Economic Level 

On the economic level are examined the fundamental forces underlying a 
business enterprise, the effects of which are indicated by the structural ratio. If it 
were possible to measure these forces quantitatively the analyst would have the 
hey to the entire problem of enterprise analysis. Their quantitative measurement, 
however, is usually impossible; the discussion of these factors is, therefore, 
largely in qualitative terms. However, an understanding of what forces are at 
work is most useful to the analyst in enabling him to account for disproportions 
or extreme variations. 
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In passing into this economic realm, one passes from the actual analysis 
of the financial statements. Nevertheless, it is not out of place to indicate 
what the underlying forces are that affect the position of a business enterprise 
for an understanding of them is essential for a full interpretation. They may be 
grouped into three categories: 

(1) Generel business conditions. 

(2) Conditions in the specific industry in which an enterprise is engaged. 

(3) Conditions peculiar to the particular enterprise under analysis. 

The study of general business conditions and of the conditions in a speci¬ 
fic industry constitutes the branch of economics known as business cycles. The 
problems of individual enterprises in connection with sales come under the 
heading of marketing ; those affecting structure are part of the subject of mana¬ 
gement ; and those relating to trade debtors belong to the part of economics 
known as credit. The analyst must be familiar with these subjects if he hopes 
to make an exhaustive analysis. 

Interpretation of the Position of Stock-in-Trade 

The stock-in-trade presents one of the most difficult of the accountant’s 
problems. The frequently quoted judgement in the Kingston Cotton Mill case 
gave much immunity to the accountant regarding the verification of stock and 
accordingly this item is usually given a less rigorous examination than are other 
items in the balance sheet. The decision has not been reversed but the dicta in 
the West Minister Road Construction case suggests that such a lenient view of an 
accountant’s duty in this matter would not be taken now. He has been sadd¬ 
led with greater responsibility and must make a thorough investigation into the 
stock figure. Although he cannot be expected to assume the duties of an 
appraiser, he is now expected to make more tests than he formerly was applying 
and to make observations of the stock-taking. 

Even under the best conditions the inventory presents difficulties. Some¬ 
times no definite market quotations are available for all commodities in the 
stock-in-trade as of the last day of a period, so that person who prices the in¬ 
ventory may have to use a considerable amount of discretion in his work. When 
one appreciates that in a large inventory a difference in pricing of a fraction of 
Paisa per unit may readily convert a considerable loss into a nice profit one 
may well understand the difficulties involved Manipulation of the stated value 
of the stock-in-trade is one of the easiest methods of inflating the profit. 

The stock-in-trade is the one item for which there is usually no readymade 
entry in the books and it is often “an outsider" first brought into the profit and 
loss account and then into the balance sheet at a figure with no foundation 
other than the honest recording and valuing of the physical stock. 

Velocity of Stock-in-Trade 

The measurement of the inventory in relation to sales by means of the 
ratio of sales to inventory has been discussed. If the ratio is abnormally low, 
it may indicate a pathological condition which has been called “overinvestment 
in inventory.’’ 

If it is assumed that in a particular case the inventory amounted to 
Rs. 67,580 on 31 December of a certain year and the total sales during the year 
were Rs. 4,59,350, the ratio of sales to inventory is 680 per cent. If the analyst 
considers a ratio of, say, 850 per cent as normal in the enterprise under consi¬ 
deration he may diagnose the case as overinvestment in inventory ; that is, the 
inventory is too large for the amount of business transacted. 
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The comparison of sales and 

precise measure, because the two items comp ® r * d , being on a cost 

or preferably with the average inventory. 

Let it be assumed that the cost of the goods sold in the above i^Stration 

is Rs L 4,20,542. If the inventory on January 1 of lhe c ye Rc b 70 6 8 15Dividing 
Rs 73 650 the average of the initial and final inventory is Rs. 70, f rent 

the cost of the goods sold by the average inventory gives a ratio of 596 percent. 
This ratio indicates a turnover of approximately six times per annum. 
analyst considers the normal ratio to be 750 per cent or a turnove ^of 7, f mcs 
he will consider the inventory too large in proportion to 

This measure is of course only, an approximation. To simplify the ca.cui 

losses ™ s 

ventory volume will usually not be constant. However, no practical 
introducing these variables into the calculation exists ; the analyst will modify 
his conclusions as he sees fit. 

If the analyst docs not have available the cost of the goodsj sold, but 
knows the approximate rate of gross margin he is able to reduce the sales to 
cost by eliminating the profit. 


Gross Margin Test of Inventory 

The analyst may sometimes discover inflation or rather discrepancies 
through a scrutiny of the relation of gross margin to sales, that is, by a hori¬ 
zontal reading of the relation of gross margin to sales over a period ol years. 

Any important variation in the rate of gross margin that cannot be satisfactorily 
explained by information available as to changes in sales and in the cost ot 
goods sold, may be due to over-or under-statement of the inventory or to error 
in taking inventory. 


Levels of Analysis of the Variables 


Variation in stock-in-trade is caused by two variables : 

(1) Commodity volume 

(2) Prices. 

The volume of commodities carried in stock will depend upon customer's 
demands and the management’s estimate of future prospects. This estimate 
may be affected not only by normal expectation of demand but also by the 
possible gain through purchase at a low price with expectation of expectional 
profits in the future. 

Price of Inventory 


The second variable in the stated amount of inventory is price. This is 
affected by two factors : (1) actual cost prices, and (2) market prices at date of 
balance sheet. 
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The structural ratio of sales to inventory is the indicator that calls the 
analyst’s attention to a dispropoition or extreme variation ; it is the incentive 
to the analysis. Behind that ratio, however, is a world of forces which requires 
investigation. 


Interpretation of the Position of Fixed Assets 

The position of fixed assets is measured in relation to the capital. Vari¬ 
ations in fixed assets revealed by the trend ratios are due to the following : 

(1) Additions, replacements and retirements 

(2) Depreciation and depletion. 

These variations may all by measured quantitatively, if schedules suppor¬ 
ting the balance sheet are available. 

Variations in capital are due to changes in the following : 

(1) Capital 

(2) Retained earnings (surplus) 

(3) Other additions to capital. 

The variations in retained earnings are caused by the following : 

(1) Net profit or loss 

(2) Dividends. 

Information regarding net profit or loss is available in the profit and loss 
account and information regarding dividends and adjustments is found in the 
profit and loss appropriation account. All of the variations in capital may thus 
be measured quantitatively. 

Intcrpretaion of the Position of Dividends 

The variations in profit and loss appropriation account due to the pay¬ 
ment of dividends is of particular interest to the analyst. He will want to study 
the dividend record from two angles; 

(1) Sufficiency of the dividends and maintenance of a relatively constant 
rate 

(2) Consevatism in retaining a sufficient portion of the earnings within 
the enterprise. 

A happy balance between these two forces may be struck when the pay¬ 
ment of dividend is being considered. 


Interpretation of the Position of Creditorship and Ownership Securities. 

Two broad types of securities can be issued by a company, viz., shares 
and debentures. The shares represent ownership and the debentures creditorship 
in the company. The shares are subdivided into two main classes, v/z., equity 
and preference. The analyst seeks to learn if the company has a balanced 
capital structure. This implies sound gearing i.e , the proportion between the 
fixed interest capital, (preference share capital and debentures) and the equity 
share capital. What is of importance to him is to know whether or not the 
investment of the owners is adequate. The importance of satisfactory propor¬ 
tions between the ownership and creditorship securities has already been poin- 
cd out. The interpretation of this ratio is within the quantitative realm conset- 
quently the analyst is able to make satisfactory measurements and to interpret 
them with relatively greater precision than some of the other relationships. 
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Interpretation of net Profit 

^txsaas} sx ssa 

interpreted. 

Window-dressing in the Balance Sheet 

"The very fact that a balance sheet is a statement which may be presented 
in many ways suggests that a way may be found which will show the a,l “‘ rs ° 
iEe company in“he most favourable light possible. Th-i man,pula ,on of he 
balance sheet so as to show a state of affairs more favourable than that wit 
would be disclosed by a mere statement of the balances as they sta " . 
books is known as window-dressing." The analyst must be o g • 

discover such cases while interpreting the measurements. 

Window-dressing always involves manipulation in some way or another, 
but the manipulation is not necessarily fraudulent: neither is it 

wrong. Furthermore, window-dressing does not mean l .* a . 1 ‘l ^l' n is th it 
shows a better state of affairs than actually exists. What it does ^n is that 
the balance sheet shows the existing affairs in the most favourable light pos 
sible. 

Window-dressing does not, as a rule, involve or require any adjustment 
in ledger accounts ; it more usually takes the form of the grouping ol items in 
the balance sheet ; or it may be the result of a definite financial policy adopted 
during the last few weeks of a trading period. In the latter case, the balance 
sheet shows the true state of affairs as at the date on which it is drawn up, but 
this state of affairs is not typical of that which existed during the year as a 
whole. 

Although the operation of window-dressing is a form of manipulation 
which has something in common with the creation of secret reserves it usually 
has the opposite effect. The creation of secret reserves makes a balance sheet 
show a state of affairs which is less favourable than that which actually exists. 
Window-dressing on the other hand is designed to give the reader of a balance 
sheet a more favourable impression of the position and prospects of the company 
than he would otherwise receive. The following are typical examples of window- 
dressing operations : 

Collection of Book Debts 


If a special effort is made to collect book debts just prior to the date of 
the balance sheet in order to show a substantial balance of cash at bank, then 
legitimate window-dressing has taken place for the fact that the book debts arc 
capable of easy collection proves that the business is in a strong liquid position. 

(2) Borrowing 

It may be difficult at first to realise that a concern may improve its finan¬ 
cial position as shown by its balance sheet by borrowing money even though 
such loans are reflected in the balance sheets. There are several ways in which 
this may be done. 

1. Joseph Lacnaseter and R.G. Williams, Principles and Practice of Auditing (5th 
ed., London), p. 170. 
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If borrowed money is not used to repay other liabilities it will exist in the 
form of cash or other liquid assets. Thus the very important ratio of floating 
assets to current liabilities may be altered. Consider the position disclosed by 
the balance sheet which follows : 


BALANCE SHEET 
(As at 31 Dtctmhrr 1977) 


Rs. 

Rs. 

Authorisrd and Issued 

Share Capital — 


F'xcd 

Assets 

60.000 

10.000 Shares of Rs. 5 each 

50.000 

Current 

Assets 

Debentures (secured) 

20.000 

Stock 

25.000 


Sundry creditors 

40.0C0 

Debtors 

9.000 



Cash 

1.000 

35,000 



Profit and Loss A/c 

15,000 


1.10.000 



1,10,000 







The company is technically insolvent for the current liabilities exceed the 
current assets by Rs. 5.000, while the ratio of cash to current liabilities is as 
low as 1 : 40. But if Rs. 20.000 could have been borrowed as term loan during 
December under conditions that would give the transaction an appearance of 
permanence (e.g. by the mortage of fixed assets), the balance sheet would have 
shown the following state of affairs. 


BALANCE SHEET 



Rs. 


Rs, 

Authorircd and Issued 


Fixed Assets 

60,000 

Share Capital — 

10.000 shares of Rs. 5 each 

50.000 

Current Assets : 

Debentures Secured 

20.000 

Stock 25.000 


Term Loan (secured 

20.000 

Debtors 9.400 


Sundry creditors 

40.000 

Cash 21.000 

55,000 


1.30.000 

Profit and Loss A/c 

16,000 

1,30 000 


The company now appears to be solvent because the current assets are 
more than the current liabilities and the ratio of cash to current liabilities is in 
excess of 50 per cent. 

Inter company Transactions 

When several companies arc virtually under the same control the oppor¬ 
tunities for window-dressing operations ;^re many, particulary, if the companies 
do not all make up their accounts at the same date. Thus a holding company 
may purport to sell goods to its subsidiary companies just before the close of 
its own financial year on the understanding that the goods will be returned 
early in the next year. Inter-company indebtedness may be cancelled by means 
of accommodation bills drawn on other subsidiary companies. After the date 
of the balance sheet the bills are retired and the indebtedness is thus reinstated. 
The analyst should always be on the lookout for anything that appears 
suspicious. 


CHAPTER XII 


ANALYSIS OF THE FINANCIAL STATEMENTS OF THE 
DIFFERENT TYPES OF INDIAN COMPANIES 

COMPARATIVE BALANCE SHEET OF MAHINDRA AND MAHINDRA LTD. BOMBAY, 

FOR THE YEARS ENDED 31 OCTOBER, 1956. 57 AND 58 
(In Thousands of Rupees) 

1956 1957 1958 


Assets : 

Cash and bank balances 

Sundry debtors (less reserve for bad debts) 

Stock-in-trade 

Stores, spare parts, loose tools and dies 
Prepaid expenses 

TOTAL CURRENT ASSETS 

Fixed assets (less dep.) 

Goodwill w 
Investments 

Miscellaneous receivables 
Advance payment of incomctax 

TOTAL NON-CURRENT ASSETS 

TOTAL 

Liabilities and Capital: 

Loans and advances 
Sundry creditors 
Provision for taxation 
Customers credit balances 
Accruals (int. on securities) 

Unclaimed dividends 
Provision for proposed dividends 
Provision for contingent liability 
Provision for gratuity 

TOTAL CURRENT LIABILITIES 

6% redeemable cum. pref. share capital 
61% redeemable cum. pref. share capital 
Ordinary share capital 
Reserves 

Profit and loss account 
TOTAL CAPITAL 
TOTAL 


2,956 

2,419 

1.886 

29,564 

38,700 

36.951 

61,631 

52.334 

36,769 

160 

1,890 

2,042 

497 

7,957 

3,772 

94.808 

1703.300 

81,420 

5.664 

9.703 

11,032 

_ 

— 

— 

1.933 

1,947 

2.429 

296 

1,217 

1,584 

730 

1,818 

500 

8.623 

14,687 

15,545 

1.03,431 

1,17,987 

96,965 


71,869 

71,745 

51,282 

16,090 

27,122 

14,734 

3.462 

5,012 

4,578 

1,182 

1,603 

2,079 

330 

695 

. 237 

3 

6 

107 

838 

1,113 

151 

45 

75 

81 

— 

— 

198 

93,819 

1,07,371 

74,716 

2.500 

2,500 

2,500 

— 

— 

3,000 

5,500 

5,500 

13,200 

1,400 

2,500 

3,450 

212 

,116 

99 

9,612 

10,616 

22,249 

1,03,431 

1,17,987 

96,965 
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COMPARATIVE PROFIT AND LOSS ACCOUNT FOR YEARS ENDED 31 OCTOBER, 

1956, 57 and 58 

(In Thousands of Rupees) 



1956 

1957 

1958 

Sales 

1.41.105 

2,44,776 

1.77,568 

Cost of goods sold 

1.31,636 

2,31,717 

1,63,326 

Gross margin 

9,469 

13,059 

14,242 

Operating expenses 

4.979 

6,816 

9.140 

Operating profit 

Income credits : 

4.490 

6,243 

5.102 

Commission 

874 

1,371 

1,901 

Managing agency commission and allowances 

15 

40 

48 

Secretary and treasurer and directors fees 

12 

12 

13 

Dividends 

Interest on government securities 

55 

72 

44 

and bank deposits 

Profit on sale of assets and 

91 

7 

48 

realisation of investments 

6 

_ 

9 

Miscellaneous income 

528 

427 

1,675 

Income from tools manufactured 

Deduct income charges: 

6,071 

590 

8,762 

630 

9,470 

Interest paid 

2,299 

4,939 • 

4,029 

Loss on sale of investments and assets 

1 

- 

3 

Royalty paid for the previous year 

56 

56 

Profit before taxation 

3,715 

3,767 

5,438 

Provision for taxation and Dev. Rebate 

1.600 

1,550 

3,526 

NET PROFIT 

2,115 

2,217 

1,912 


TREND RATIOS FOR THE YEARS ENDED 31 OCTOBER 1956, 57 AND 58 


(Base year) 



1956 

1957 

1958 

Current assets 

100% 

109% 

86% 

Current liabilities 

100 

114 

80 

Sundry debtors 

100 

130 

125 

Stock-in-trade 

100 

85 

60 

Sales 

100 

174 

126 

Cost of goods sold 

100 

176 

124 

Operating expenses 

100 

137 

184 

Net profit 

100 

105 

90 

Capital 

100 

110 

231 

Total liabilities 

100 

114 

80 

Non-current assets 

100 

170 

180 

STRUCTURAL RATIOS FOR THE 

YEAR ENDED 31 

OCTOBER 1958 

Current ratio 



109% 

Acid Test 



101 

Capital to liabilities 



30 

Capital to Non-current assets 

. 


143 

Net profit to capital 



9 

Day’s sales in receivables 



app. 75 

Inventory turnover 


app. 

4.8 times 
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COMPARATIVE CO MM ON-SI ZB PROFIT AND LOSS ACCOUNT FOR YEARS ENDED 

31 OCTOBER 



1956 

1957 

1958 

Sales 

100% 

100% 

100% 

Cost of goods sold 

93.3 

94.7 

92.0 

Gross margin 

Operating expenses 

~6.7 

3.5 

5.3 

2.7 

8.0 

5.1 

Operating profit 

3.2 

2.6 

2.9 

2.4 

Add income credits 

1.2 

1.0 


4.4 

3.6 

5.3 

Deduct income charges 

1.7 

2.0 

2.3 

Profit before taxation 

2.7 

1.6 

3.0 

Provision for taxation 

1.1 

.6 

2.0 

NET PROFIT 

1.6 

1.0 

1.0 


— 

— 

— 


This company is engaged in the manufacture of jeeps and trailers and in 
the trading operations particularly in steel. Proposals have been submitted to 
the Government for the manufacture of the Willys one-ton 4-wheel drive truck. 
Proposals submitted for the David Brown Tractor manufacture have finally 
received Government approval. The directors in their report point out that a 
substantial proportion of the profits during the year 1958 were generated from 
the trading operations of the company, in particular, operations in steel. 
Because of the limitations on the quantum of imports and because of rising 
costs, the manufacturing divisions of the company did not show any comparable 
improvement during the year. 

From the trend ratios of current assets and current liabilities, it is seen 
that the current position was less favourable on 31 October, 1957 than it was a 
year before, because of a rise of current liabilities to 114 per cent while current 
assets rose to 109 per cent. However, the trend was more favourable at 31 
October, 1958 because current liabilities dropped to 80 per cent while current 
assets dsopped to 86 per cent. Tne current ratio of 109 per cent, on 31 October, 
1958 is weak. The ratio of 2 : 1 has come to be recognised as a standard of 
liquidity for a business. A demand for a 100 per cent, margin of current assets 
over the current liabilities is a precaution based on the practical knowledge 
of the possible shrinkage that may occur in the property values of a business. 
The current ratio is after all a generality. However, this weakness in the 
current ratio is offset by the acid test of 101 per cent, which is just above the 
tentative minimum of 100 per cent. 

The total volume of turnover, both sales and service, shows an apparent 
decline during the year ended 31 October, 1958 as compared to the last year. 
Statistically, the comparative turn over for the last five years is as follows : 

(In Thousands of Rupees) 


1953-54 

36.100 

1954-55 

57,300 

1955-56 

1,40,300 

1956-57 

2,44,100 

1957-58 

1,76,900 
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The trend ratio of receivables (sundry debtors), compared with that of 
sales calls attention to the fact that the sales in 1957 had reached a record of 
174 per cent which declined to 126 per cent in 1958. The sundry debtors also 
decreased but not in the same proportion. The period of credit allowed during 
the year 1957 works out to 57 days. This period has increased to 75 days in 
1958. The object of studying receivables turnover is to know how old the 
accounts are with a view to learn how fast cash will flow from their collection. 
This increase in the period of credit allowed is not a healthy symptom, 
particularly, when the current ratio is weak. The trend of stock-in-trade 
in relation to that of sales appears satisfactory. The sales have declined in 
1958 and so has the inventory. Whether or not the amount of stock carried 
is adequate for the maintenance of sales efficiency, the directors in their report 
have pointed out that because of import uncertainties, the company is required 
to carry much heavier inventories of raw material and finished components 
than under normal conditions. This is necessary in order to stabilise produc¬ 
tion and to decrease cyclical fluctuations in the monthly production of vehicles 
to the minimum The turnover of 4.8 times which has been maintained appears 
to be fairly reasonable considering the nature of the company’s business. 

Because of the expansion of the capital of the company by the issue of 
equity shares of the face value of Rs. 77 lakhs and redeemable cumulative 6J 
per cent preference shares of the face value of Rs. 30 lakhs in 1958, both at par 
to the existing share-holders and retention of earnings, there is an upward 
trend of capital. The ratio of capital to liabilities, 30 per cent, is quite un¬ 
satisfactory according to tentative standards. The ratio of the equity of the 
owners to that of the creditors ought to be adequate. The upward trend of 
non-current assets at a lower rate than the capital is favourable and the ratio 
of capital to non-current assets—143 per cent—makes a satisfactory showing. 

The total volume of turnover, both sales and services, shows an apparent 
decline during the year ended 31 October, 1958, as compared to the last year. 
This was principally due to the shortage of foreign exchange which limited the 
company’s ability to import vehicles and tractors. Although a decrease has 
taken place in the rate of cost of goods sold to sales, this has been offset by an 
increase in the ratio of expenses to sales. The net profit for 1958 was 1 per 
cent of sales, while on capital employed it was 9 per cent. The company has 
been paying large dividends, the latest rate being 22 per cent per annum free 
of income tax, on equity shares. 

To the profits from the normal operations of the business are added such 
credits as have arisen outside the normal operations of the company’s business 
to arrive at the figure of net profit. During the year 1958, this non-operating 
income is fair and its percentage on sales is 2.4. This shows that the company 
has substantial income from other sources than its main business. 

Income Charges 


Because interest paid on bank and other accounts is a financial expense, 
the payment of interest and the loss arising on the disposal of assets are excluded 
from the operating section. Income charges are significant in amount and are 
2.3 per cent of sales. 


The comparative profit margins in 
years have been : 

relation to turnover for 

the last three 


1956 

1957 

1958 

Before taxation 

2.7% 

1.6% 

3.0% 

After taxation 

16% 

1.0% 
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Provision for Taxation 

The company has made full provision for taxation in 1958. being 2 per 
cent of sales. It includes the additional liability incurred m respect of wealth 
tax In the year 1958 the gross profit and the net profit are well placed. There 
is an upward trend in all the three sections. 

The analysis has directed attention to the following points : 

(1) The working capital is inadequate. To operate a business on inade¬ 
quate working capital calls for heavy liabilities. This characteristic is clca y 
portrayed by a heavy increase in bank loans and advances. The directors in 
their report have pointed out that the pressure on the finances of the c ^P a ny 
continues to be heavy. Because of import uncertainties, the company 'is re¬ 
quired to carry much heavier inventories of raw materials and 

ponents than under normal conditions. The paucity of working capital can 
better be appreciated by examining the following ratios. 

Current Ratio-109 : 100 (which ought to be normally 200_^ 00) T ’ n . vcn ’ 
tory to Working Capital-609 : 100 (Rs. 3.67.69.000 : Rs 67,04.000) To keep 
the company in sound health, it is desireablc that the stock-in-trade should not 
increase the working capital. 

(2) The ratio of the equities of owners to that of the creditor is 30 per 
cent which is quite unsatisfactory. 

Considering the requirements of additional finance for the various ex¬ 
pansion programmes of the company, it is obvious that an additional investment 
of cash in the business would correct the various disproportions. Since the 
operations have been profitable it is not unlikely, other things being equal, that 
such investments might be obtained as has been done in August, 1958 by an 
offer of equity and redeemable preference shares. 

(3) There is a sizable increase in the operating expenses in 1958. The 
operating section is the heart of the profit and loss account and its effective 
check is a matter of prime importance to the management. 

(4) In the year 1958, out of sundry debtors amounting to Rs. 3,69,51,000, 
Rs. 1,65,94,108 are more than three months old. There is a steady increase 
in this direction which is apparent from the receivables turnover. This needs 
caution on the part of the management, specially when there is paucity of 
working capital. 

It must be admitted that ratios are not conclusive, and act merely as signals 
which attract attention to some thing that must be set right. 

COMPARATIVE BALANCE SHEET OF THE INDIAN TURPENTINE AND ROSIN CO., LTD., 

CLUTTBRBUCKGANJ FOR THE YEARS ENDED 31 MARCH 1955, ’56 AND ’57 

(In Thousands of Rupees) 


Assets : 

Cash and bank balances 221 

Sundry debtors (less reserve for bad and 

doubtful debts) 1,892 

Stock-in-trade 2,251 

Stores (less-reserve) 483 

Investments in govt, securities 740 


1,868 

2,521 

441 

860 


1,530 

2,439 

467 

925 


TOTAL CURRENT ASSETS C/o 


5,587 


5,545 
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TOTAL CURRENT ASSETS l»/o 
Fixed assets (less dep.) 

Investments in shares of subsidiary co. 
Miscellaneous receivables 
Security deposits 
Advance payment of incometax 

TOTAL NON CURRENT ASSETS 
TOTAL 

Liabilities and Capital : 

Loans 

Sundry creditors 
Provision for taxation 
Unclaimed dividend 
Provision for proposed dividends 

TOTAL CURRFNT LIABILITIES 

Ordinary share capital 
Reserve for new plant 
Reserves 

Profit and loss A/c 
TOTAL CAPITAL 
TOTAL 


5587 

5864 

5596 

290 

298 

308 

125 

125 

125 

96 

355 

524 

25 

26 

31 

1,405 

1,411 

537 

1,941 

2,215 

1,525 

7,528 

8,079 

7,070 

1,209 

1,648 

1,786 

1,655 

1.526 

1,189 

1,648 

1,611 

487 

12 

15 

13 

— 

60 

60 

4,524 

4,860 

3.535 

900 

900 

900 

— 

1,000 

1,300 

292 

1,187 

11,87 

1,812 

132 

148 

3,004 

3,219 

3,535 

7,528 

8,079 

7,070 


COMPARATIVE PROFIT AND LOSS ACCOUNT FOR YEARS ENDED 31 MARCH, 1955, 

56 AND 57 

{In Thousands of Rupees) 



1955 

1956 

1957 

Sales 

7,034 

7,697 

6,974 

Cost of goods sold 

5,235 

5,729 

5,085 

Gross margin 

1,799 

1,968 

1,889 

Operating expenses 

1,383 

1,375 

1,345 

Operating profit 

416 

593 

544 

Income Credits : 

Interest received 

19 

41 

46 

Div. from subsidiary co. 

— 

— 

2 

Miscellaneous income 

6 

11 

24 


441 

645 

616 

Deduct Income Charges 



• 

Interest paid 

24 

23 

26 

Loss by fire 

— 

— 

10 

Profit before taxation 

417 

622 

580 - 

Provision for taxation 

197 

270 

320 

NET PROFIT 

220 

352 

260 
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TREND RATIOS FOR THE YEARS ENDED 31 MARCH, 1955 , 1956 AND 1957 

- —— 1 195 


Current assets 
Current liabilities 
Sundry debtors 
Stock-in-trade 
Sales 

Cost of goods sold 
Operating expenses 
Net Profit 
Capital 

Non-current assets 


1955 

(Base year) 

1956 

1957 

100% 

105% 

99% 

100 

107 

78 

100 

99 

80 

100 

112 

108 

100 

109 

99 

100 

109 

97 

100 

99 

97 

100 

160 

118 

100 

107 

117 

100 

114 

79 


Current ratio 

157% 

75 


Acid Test 

100 


Capital to liabilities 

231 


Capital to Non-current assets 

7 


Net Profit to capital 

80 days 


Day’s sales in receivables 

2.8 times 






COMPARATIVE COMMON-SIZE PROFIT AND LOSS ACCOUNT FOR YEARS ENDED 

31 M ARCH, 1955, *56 AND ’57 _ 

-1955 1956 1957 


Sales 

100% 

100% 

100% 

Cost of goods sold 

74.4 

74.4 

72.9 

Gross margin 

25.6 

25.6 

27.1 

Operating expenses 

19.7 

17.9 

19.3 

Operating profit 

5.9 

7.7 

"Ys 

t A 

Add income credits 

.4 

.7 

1.0 


6.3 

8.4 

8.8 

Deduct income charges 

.3 

.3 

.5 

Profit before taxation 

6.0 

8.1 

8.3 

Provision for taxation 

2.8 

3.5 

4.6 

NET PROFIT 

3.2 

4.6 

3.7 


The company is carrying on the manufacture of turpentine and rosin. In 
view of the increased supply of rosin available from the forest department and 
the increased demand for rosin and tupentine, the directors of the company 
have taken in hand the erection of a new plant with a view to expanding the 
business of the company. 

From the trend ratios of current assets and current liabilities, it is seen that 
the current position was a shade less favourable on 31 March, 1956 than it was 
a year before because of an increase of current liabilities to 107 per cent while 
current assets rose to 105 p.r cent. However, the trend was much more 
favourable on 31 March, 1957 because current liabilities were 78 per cent while 
current assets were 99 per cent. The current ratio of 157 per cent on 31 March, 
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? 95 r 7 ,s rather weak according to accepted standards ; however, this weakness 
I s J ur . lher accentuated by the acid test of 75 per cent which is much below the 
tentative minimum of 100 per cent. The volume of turnover shows a decline 
during the year ending 31 March 1957 as compared to the last year. The 
comparative turnover for the last four years is as follows : 


(In Thousands of Rupees) 


1954 

6,137 

1955 

7,034 

1956 

7,697 

1957 

6,974 


The trend of accounts receivable (sundry debtors) as compared with that 
of sales is satisfactory, since the trend of sales is well above that of the receiv¬ 
ables. The day’s sales in receivables is approximately 80. Out of the total 
debtors of Rs. 17,30,464, debts amounting to Rs. 3,56,540, i.e. t more than one 
fourth are outstanding for more than three months against which a reserve of 
Rs. 2,00,000 has been created. The auditors in their report point out that the 
debtors include unsecured debts amounting to Rs. 1,75,405 due from a former 
selling agent which appears to them doubtful of recovery. They further add 
that debts amounting to Rs. 86,451 have not been confirmed. 

Under the head "Miscellaneous Recivables” is included an advance of 
Rs. 2,34,552 made to the Indian Bobbin Company Ltd. No interest has been 
charged thereon. The auditors are doubtful as to how far this advance is 
recoverable. Considering the age of the unsecured debts amounting to 
Rs. 1,75,405 and the advance of Rs. 2,34,552, it can be safely concluded that 
they have ceased to be current assets fit for generating cash. Due to this fact 
the current ratio which is already weak has actually become much weaker. 

The sales have declined, but the inventory has increased. This shows that 
the inventory is marching out of step with sales. With a decreased in sales, 
the inventory ought to have decreased in the same proportion. The turnover of 
about 2.8 times is probably low. The upward trend of the capital due to 
accumulated earnings is a favourable indication. This trend compared with 
that of total liabilities produces a similar favourable reaction. The ratio of 
capital to liabilities on 31 March, 1957 is 100, per cent which is just the tenta¬ 
tive minimum. 

The ratio of capital to non-current assets of 231 per cent has a favourable 
tendency. 

Sales have declined during the year ending 31 Mach, 1957 as compared to 
the previous year. A decrease has taken place in the rate of cost of goods sold to 
sales, but this has been offset by an increase in the ratio of operating expenses 
to sales. The net profit for 1957 was 3.7 per cent of sales, while on effective 
capital it was 7 percent. The company has been paying dividend at the rate of 
10 percent on ordinary shares. 

During the year 1957, the non-operating income is 1 percent of sales and 
the income charges are .5 percent of sales. They are insignificant in amount. 
This shows that the company derives income from its main business. 


The comparative profit margins in relation to turnover for the last three 
years have been. 



1955 

1956 

1957 

Before taxation 

6.0% 

8-1% 

8.3% 

After trxation 

3.2 

4.6 

3.7 
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The company has made full provision for taxation which is 4.6 per cent of 
52165 In the year 1957, the gross profit and the 

trend. The figure of net profit has receded a little due to a large P 
incometax. 

The analysis has directed attention to the following points : 

could not be confirmed. This indicates a most unfavourable condition. 

The working capital position is not in a healthy shape. The currgi ass 

Ask ns&stxss =s 2 

the weak liquid assets position. 

The company has taken in hand the erection of a new plant- for which 
has made a reseVve of Rs. 13.00,000 out of its past.income. This ploughng 
h-ick of the profits of the company is a sound and judicious policy which 

S^'^^Sn V-HS?S? a^new plant 
of current liabilities. In case it is consumed in the erection of a new p a 

the working capital position will become very weak. 

It is suggested that if the company raises additional capital by the: issue of 
equity shares for the extension of its plant, it will set right he various d pro¬ 
portions. The ratio of capital to liabilities which is just the ^ 

of 100 per cent will also improve. The company s products continued to be n 
good demand and the prices were well maintained. In view of the satisfactory 
trading results of the company and the regular and stable dividends which it has 
declared, it shall not be difficult for it to obtain the requisite capital. 

The shares in the wholly-owned subsidiary company, The Turpentine 
Subsidiary Industries Ltd., whose nominal value is Rs. 17,800 are shown at a 
figure of Rs. 1,24,600. This could not be justified both by the yield and net 
asset metods of valuing shares. The auditors of the company in their report 
have also pointed out that they are doubtful if the shares in subsidiary company 
are worth the figure at which they appear in the balance sheet. 

The Associated Journals Ltd. is bringing out three daily newspapers from 
Lucknow, viz., National Herald , Navjivan and Qaumi Awaz. It derives its major 
revenues from advertisement and circulation. The job and process revenue 
which was significant upto 1950 being more than Rs. 3,00,000 has receded to an 
in significant amount of Rs. 33,000 in 1958. This, the directors point out, was 
mainly due to the cessation of the printing of the Indian Listener in June 1950, 
thus reducing a substantial source of income. In order to expand the business 
of the company, an effort was made in 1949 by the directors to start an edition 
of the National Herald from New Delhi. In order to raise funds for the Delhi 
edition, 4 per cent mortgage debenture bonds of Rs. 3,55,000 were issued and 
paid up in 1951. Machinery costing about Rs. 10,00,000 were purchased for 
the Delhi office. This scheme was later on dropped and in 1954 steps were 
being taken to dispose of the machinery. Expenses of debenture issue amounted 
to about Rs. 22,000. 
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COMPARATIVE BALANCE SHEET OF THE ASSOCIATED JOURNALS LTD., LUCKNOW 
FOR THE YEARS ENDED 31 MARCH, 1956, 57 AND 58 
{hi Thousands of Rupees) 



1956 

1957 

1958 

Assets : 

Cash and bank balances 

416 

514 

475 

Sundry debtors (less reserve) 

331 

362 

392 

Stock of paper 

28 

156 

114 

Stores and spare parts 

93 

95 

101 

Types 

19 

17 

17 

Metals 

24 

32 

31 

TOTAL CURRENT ASSETS 

911 

1,176 

1,130 

Fixed assets (less dep.) 

661 

643 

619 

Investments 

— 

6 

7 

Miscellaneous receivables 

37 

31 

11 

Security deposits 

12 

6 

6 

Claims 

— 

— 

5 

TOTAL NON-CURRENT ASSETS 

710 

686 

948 

Debenture issue expenses 

15 

14 

13 

Profit and loss account 

1,360 

1,265 

1,254 

TOTAL OF MISC. EXPENSES AND 
LOSSES 

1.375 

1,279 

1,267 

TOTAL 

2,996 

3,141 

~£ois 




— 

Liabilities and Capital : 

Loans 

1,216 

725 

711 

Creditors 

676 

484 

303 

Interest accrued 

40 

53 

66 

Subscription paid in advance 

6 

6 

6 

Employees provident fund 

16 

71 

5 

Employees income tax 

1 

0 

1 

Employees State Insurance 

— 

1 

2 

Provision for taxation 

7 

— 

— 

TOTAL CURRENT LIAB1LTIES 

1,962 

1,340 

1,094 

4% morgtage debenture bonds 

355 

355 

355 

TOTAL LIABILITIES 

2.317 

1,695 

1,449 



— 


5% Non-cumulative pref. 

Share capital 

399 

849 

999 

Ordinary share capital 

253 

580 

580 

Forfeited shares 

17 

17 

17 

TOTAL CAPITAL 

669 

1.446 

1,596 

TOLAL 

2.996 

3,141 

3,045 
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COMPARATIVE PROFIT AND LOSS ACCOUNT FOR YEARS ENDED 31 MARCH, 

57 and 58 

(In Thousands of Rupees) _ 


1956, 


Sa.cs !■*» 

Cost of service rendered l,luo 

99 

Gross margin 
Operating expenses 

Operating profit/loss 47 

Income Credits : 

Miscellaneous income 12 

Bad debts recovered 1 

Reserve for taxation no longer required 
Int. receivable 
Income-tax refund 


Income Charges : 
Debenture interest 
Bank interest and charges 
Loss on sale of machinery 

Net profit (+)/net loss (—) 


1,596 

1,105 


+ 131 


+ 164 


—112 


TREND RATIOS FOR THE YEARS ENDED 31 MARCH, 1956, 1957 AND 1958 


Current assets 
Current liabilities 
Sundry debtors 
Stock of paper 
Sales 

Cost of service rendered 
Opepating expenses 
Capital 

Not-current assets 


1956 

ase year) 

1957 

1958 

100% 

129% 

124% 

100 

68 

55 

100 

109 

118 

100 

557 

407 

100 

132 

124 

100 

100 

102 

100 

247 

250 

100 

216 

239 

100 

97 

91 


Structural Ratios, 31 March, 1958 


Current ratios 

103% 

Acid test 

79 

Capital to liabilities 

110 

Capital to non-current assets 

246 

Net profit to capital 

.69 

Day’s sales in receivables (app.) 

95 
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COMPARATIVE COMMON-SIZE PROPIT AND LOSS ACCOUNT FOR YEARS ENDED 

31 MARCH, 1956, 57 AND 58 



1956 

1957 

1958 

Sales 

100.0% 

100.0% 

100.0% 

Cost of service rendered 

91.8 

69.2 

75.8 

Gross margin 

8.2 

3oT 

24.2 

Operating expenses 

12.1 

22.5 

24.5 

Operating (+)profit and (—)loss 

—3.9 

+8.3 

—.3 

Income credits 

1.0 

2.0 

2.5 


—2.9 

+ 10.3 

+2.2 

Income charges 

-6.4 

—4.4 

—1.5 

Net profit (+), net loss(—) 

—91 

+ 5.9 

+7 


The trends of the current assets and current liabilities indicate that the 
current position was better in 1957 than it was a year before, because of an 
increase of current assets to 129 per cent while current liabilities dropped to 68 
per cent. For the year ending 31 March, 1958, although there was an insigni¬ 
ficant decrease in current assets, there was proportionately greater decrease in 
current liabilities. The current ratio of 103 per cent on 31 March, 1958 was 
definitely weak according to accepted standards. The acid test result of 79 per 
cent may be regarded as unsatisfactory. 

Sales had declined during the year ending 31 March 1958, as compared to 
the last year. The directors of the company report that there was a significant 
fall in the advertisement revenue during the year caused partly by government 
restrictions on the import of foreign goods, and more particularly by a reduction 
in the volume of classified advertisements issued by the Central and State 
Government, during the period. Statistically, the comparative turnover for the 
last five years is as follows: 


(In Thousands of Rupees) 


1954 

987 

1955 

1.114 

1956 

1,205 

1957 

1,596 

1958 

1.492 


The trend ratio of accounts receivable (sundry debtors) compared with 
that of sales, calls attention to an unusual trend, since sales during the year 
ending 31 March, 1958 fell to 124 per cent while debtors rose to 118 per cent. 
This unusual trend is further accentuated by the fact that the receivables 
represent approximately 95 days’ sales, which is more than the customary period 
allowed. Out of the total debtors amounting to Rs. 4,41,978 debts amounting 
to Rs. 1,13,670, i e. t one-fourth are outstanding for more than three months, 
against which a reserve of Rs. 50,046 has been created. 

The capital of the company has been more than doubled since 1956 by the 
issue of new shares. But the capital structure is highly geared. The pro¬ 
portion between the fixed interest capital (4 per cent mortgage debenture bonds 
+ 5% non-cumulative preference share capital) and ordinary share capital is 
as follows. 
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(In Thousands of Rupees) 


Debenture bonds 
Pref. share capital 


Ratio 


355 

999 

1,354 

2. 3:1 


Ordinary shares 
capital 


580 


fixed interest capital shall be caUed highly g • High-gearing is bad 

ordinary share capital to fixed plan of the company 

from sound company finance point. of • h th f ulur c earnings 

is also defective. Debentures-should1 be ■™ e " i advisa blc to burden 

of the company arc liberal reasona^y ^ annU m when its earnings 
a company with fixed interest charges of P P particularly when such 

debentures for Rs. 3,55,000. 

The preference shares may be issued when the 

company was also injudicious. 

Only ordinary shares ought to have been issued by the company when 
its earnings are uncertain and unpredictable. 

The ratio of capita! to liabilities on 31 March, ‘f^is llO per cenUhich 
is a little above the tentative minimum of 100 per cent The ratio of capital to 
non-current assets (240 per cent) makes a satisfactory showing. 

Operations during the year ending 31 March,1958 
Although sales have declined, the cost of service rendered ^o^ting expenses 
have both increased. There is an operating loss of Rs 5,000 being P« ce [£ 
of sales compared to an operating profit of Rs. 1,31,000 being 8.3 per cent o 
sales in 1957. With the addition of non-operating income vvhich is 2.5 per ce m 
of sales and after the deduction of interest on debentures and interest and bank 
charges there is a nominal net profit of Rs. 11,000 which is .7per cent • 

The percentage of net profit to capital employed is 0.69. An analysis of the 
comparative profit and loss account shows that during the year 1958, there is a 
deterioration in the gross profit, the operating profit and the net profit compared 
with the preceding year. Due to the continuous losses in the past which have 
accumulated to Rs. 12,54,000 the company could not declare dividend to its 
shareholders during the twenty years of its existence. The analysis has directed 
attention to the following points: 

The company is suffering from chronic financial ailment for the last twenty 
years. Against its paid-up capital of Rs. 15,79,470, there is an accumulated 
debit balance of the profit and loss account amounting to Rs. 12,54,049 and 
the debenture issue expenses are Rs. 13,044 as on 31 March, 1958. After writing 
off these losses and expenses, the paid up capital remains only Rs. 3,12,407. \ 

further cause of anxiety is working capital from which the company is starving. 

Actually the ratio of capital to liabilities after writing off the losses and 
expenses is 22 per cent which indicates a very heavy indebtedness on the part of 
the company. For the same reason, the ratio of capital to non-current assets 
is 48 per cent which is quite unsatisfactory, since it indicates that the creditors 
have 52 per cent equity in the non-current assets. 
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It IS suggested the company should go in for financial reconstruction 
particularly when it has begun showing nominal profits and is expected 
that profits will be made in the future. As a matter of fact, the entire ordinary 
share capital and two-thirds of the preference share capital is lost. If the 
financial reorganisation does not take place, the huge debit balance on profit 
and loss account will absorb all profits made until it is extinguished. Great care 
must be taken to impose an equitable sacrifice on the part of the preference and 
ordinary shareholders. The good of the company as a whole, preserving the 
rights of all, so far as possible, must be the determining factor. 

The ordinary share of Rs. 10 each should be reduced to Re. 1 fully paid- 
up, thus making available the sum of Rs. 5,22,423 for writing off the debit balance 
of profit and loss account and the expenses incurred on the issue of debenture 
bonds. The non-cumulative preference share holders, who are preferential as to 
a return of capital in a winding-up, will also agree to make capital sacrifice since 
two-thirds of their capital has already been lost; and that in winding up, they 
may not get any return of capital. In return for the prospects of immediate 
dividends, they may agree to the reduction of capital. The 5 percent non- 
cumulative preference shares of Rs. 100 sould each be reduced to Rs. 25 fully 
paid-up, thus making available the sum of Rs. 7,49,250. It is further suggested 
that in return for the greater sacrifice which the non-cumulative preference share¬ 
holders will make, they may be compensated by converting these non-cumulative 
preference shares into five per cent cumulative preference shares of Rs. 25 each 
fully paidup. 

The adoption of the above suggestions will make available the sum of 
Rs. 12,88,223 to be used in eliminating the debit balance on profit and loss 
account, writing off debenture issue expenses and for reduction in the book 
value of assets. 

Rs. 

Reduction of ordinary share capital. 5,22,423 

Reduction of non-cumulative preference share capital. 7,49,250 

Balance of forfeited share account. 16,550 

12,88,223 


Rs. 

12,54,049 
13,014 
21,160 

12,88,223 

When this scheme has been effected and financial health of the company 
is put in order further equity shares can be issued which will attract prospective 
applicants. 

The aim must be to produce a balance sheet which will record the true 
position and will give the company reasonable prospects of a dividend on the 
new capital. 

Banking Companies 


It is suggested that the above sums be applied as follows: 

To the elimination of the debit balance of the 
profit and loss account. 

To write off debenture issue expenses. 

To reduction in the book value of assets. 


Banking companies in India are governed by the Banking Regulation Act, 
1949. Besides this, the Reserve Bank of India has been vested with wide powers 
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Of control and supervision over the banking i on U ^ advances",Ae 

the Reserve Bank may determine the pohc^ m reiauon 

followed by the banking com P“"f n ‘‘ m ^' V t h e Margin to be maintained in 
^otseS'rdvTnYes^andThe' rate of intrestto be changed on advances. 

The following provisions in regard to the regulation of payment o 
dividends, reserve fund, cash reserve maintenance of a percentage of assets, 
accounts and balance sheet are important. 


Restriction as to the Payment of Dividends 


Section 15. No banking company shall pay any dividend on its shares 
until all its capitalised expenses have been completely written off. 

Reserve Fund (Section 17). Every banking company incorporated in India 
shall maintain a reserve fund and shall, out of the net profit of eac h year and 

before any dividend is declared, transfer a sum equivalent to not less then 20 

per cent of such profits to the reserve fund until the amount of the said fund is 
equal to the paid-up capital. 

Cash Reserves (Section 18). A schedule bank is rcquired lo maintain with 
the Reserve Bank an average daily balance of 3 per cent of the total of it. me 
and demand liabilities in India. Every banking company not being a scheduled 
bank shall maintain by way of cash reserve or in current accounts opened with 
the Reserve Bank or the State Bank, or partly in cash and partly in su ^h accounts 
a sum equivalent to at least 3 percent of the total of its time liabilities and demand 
liabilities. The Reserve Bank has been armed to raise reserve requirements ot 
banks and to freeze deposits under certain contingencies shoud il think that to 
be necessary in the discharge of its central banking functions. The object o 
this provision is to stop banks from encouraging inflation through credit 
operations. 

Maintenance of a percentage of Assets (Section 24). Every banking com¬ 
pany shall maintain in cash, gold or unencumbered approved securities valued at 
price not exceeding the current market price, an amount which shall not at the 
close of business on any day be less than 20 per cent of the total of its time and 
demand liabilities in India. 


Account and Balance Sheet (Section 29). At the expiration of each calendar 
year every banking company incorporated in India in respect of all business 
transacted by it, and every banking company incorporated outside India in 
respect of all business transacted through its branches in India, shall prepare 
with reference to that year a balance sheet and profit and loss account as on the 
last working day of the year, in the form set out in the third schedule of the 
Act or as near thereto as circumstances admit. 


Inspection (Section 35). Notwithstanding anything to the contrary 
contained in Section 138 of the Companies Act, the Reserve Bank at any time 
may and on being directed so to do by the Central Government, shall cause an 
inspection to be made of any banking company and its books and accounts. If 
as a result of such an inspection, the Central Government is of the opinion that 
the affair of the banking company are being conducted to the detriment of the 
interests of its depositors, may prohibit it from receiving fresh deposits. If 
necessary, it may direct the Reserve Bank to apply under Section 30 for the 
winding up of the banking company. 

Liability Classification. Because the investment of the funds of a bank 
is determined by the nature of the liabilities, they will be considered first; then 
the assets in relation to the liabilities. 
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(1) The share capital, reserve fund and other reserves and undivided profits 
representing the investment of the shareholders—the first being permanent 
investment, the last subject to possible reduction through dividend payments or 
unusual losses; the second having characteristics, partly like capital and partly 
like the undivided profits, because it may represent either capital investment or 
retained earnings. 

(2) Deposits and other Accounts : (a) fixed deposits and cash certificates; 

( b) savings bank deposits ; (c) current accounts, call deposits and contnigency 
accounts. 

They can be classified into two categories : 

(1) Obligations which must be met on demand, popularly known as 
demand liabilities 

(2) Obligations which must be met after a specified time known as time 
liabilities 

(The deposits are important to the bank as the source of most of its 

loanable funds and their growth is studied as one of the criteria of bank’s 

success.) 

(3) Borrwoings from other banking companies, agents, etc. 

(4) Bills payable. 

(5) Bills for collection. 

(6) Liability for letters of credit and acceptances usually counter-balanced 
by an equal asset of claims against customers. 

Assets 

(1) Cash and balance with other banks. Besides cash in hand, it also 
includes balances carried with the Reserve Bank and other banks. It is becom¬ 
ing customary in statements published in the press to condense the items and 
as such money at call and short notice is also shown under this head. 

(2) Investments. Because of their high-grade character and ready market¬ 
ability, Central and State Governments securities might rank next as a cash 
resource. Long-term securities are subject to considerable fluctuation as a result 
of changes in market interest rates. Consequently a bank seeking market price 
stability would purchase short maturities which fluctuate least in price when 
interest rates change. A low return is regarded as preferable to the higher return 
on longer maturities because the latter is coupled with the risk of market 
decline. An adequate bank balance sheet would segregate short-term issues from 
long term securities. 

(3) Advances. They include : (a) loans, cash credits, overdrafts and 
(b) bills discounted and purchased. 

These loans and discount of bills if properly made, would be of a compa¬ 
ratively liquid nature and would, through their maturity, provide funds in a 
relatively short time in case of need. The return on loans and discounts is 
generally higher than the return on securities. Loans and discounts often have 
the further advantage of bringing the bank profitable deposit balances, but they 
require greater care and expense in their management. 

(4) Real Estate. The bank premises with its furniture and fixture may be 
listed as such. It is not usual for a bank to hold other real estate, except as it 
happens to be acquired in the satisfaction of some debt they are collecting. It 
aims to keep bank assets in a readily convertible form. The valuation of the 
real estate should be studied. Occasionally, a bank- writes this asset down year 
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by year by excessive amounts, so that in some ^ is jnted 

value. Some argue that this secret reserve isdoubly ^ ,g t|c use 

out that a banking house is a special^d structure th cost Jn lhc case 

except for the purpose in hand and that is not hkely • , emergency, such 

of liquidation ; and second, that in the face of some . P ‘ . | s thereby 

as defalcation, this asset might be increased once more on It t ' * » such { 

offsetting the loss and preventing the wiping out 

writing down of real estate is arbitrary, it can be detected ^ j'. rR i ale the 
examination year by year and should be watched because ,t will understate the 
undivided profits on the opposite side of the statement. 

Balance sheets may be useful in building prestige by ".^"A^ecwities! 
policy in such matters as investing in short maturities of f h ' el ' g • lcics i„ 
conservative asset valuation and the creation of reserves [““""J^d^ie of 
respect of investments, a most satisfactory practice shall be ™ jlv 

securities held, which permits not only valuation but an estimate of quail y. 

The analyst is interested in two points about the loans and discount; first 
whether or not they may be converted into cash qinckly in case of ne d d 
second, their quality. To give satisfactory evidence as to the quality ol in 
loans is also difficult. A bank may achieve this object by a short stab Stic 
presentation of the amount of the loans with each showing the degree o g 
of protection. 

Profit and loss account . Some of the more important points to receive 
attention arc: 


(1) The relation of interest earnings to the various earning assets 

(2) The expense of interest paid on time and savings deposits will receive 
attention, especially when a change in the rate may affect earnings. 

(3) Most vital in the interpretation of earnings is the information that 
will permit operating earnings to be separated from the unusual irregular 
gains and losses, such as capital gains and losses on the redemption of securities, 
writing down of securities because of market declines below book value and 
allowances for loan and investment losses 

(4) Impact of incometax upon bank earnings 

The analysis of bank statements is most commonly undertaken from the 
standpoint of either the depositor whose interest is in solvency, or the shareholder 
who is interested in solvency, earnings and dividends. The measurement of the 
following ratios is important in this connection. 

(1) Credit Ratio. The ratio of advances (which includes loans, cash 
credits, overdrafts and bills discounted to deposits is known as the credit 
ratio. A breakdown of the advances will show their quality and nature of 
liquidity. Deposits are like raw material which manufacture credit. The higher 
the ratio of advances to deposits, the better it is for the bank. This ratio is an 
indication of how best and profitably the deposit of the bank have been 
advanced. 

(2) Liquidity Ratio. Liquidity or the ability to meet liability promptly 
is most commonly measured by comparing cash and bank balances, money at 
call, unencumbered investments and bills discounted with deposits. A reputation 
of liquidity and soundness will reduce the chances of unreasonable withdrawals 
that would test the bank’s liquidity. 

(3) Cash Ratio. The ratio of cash (which includes’cash and bank balances 
and money at call) to deposits measures the immediate liquid resources of the 
bank in relation to its deposit liabilities. 
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(4) Deposits to Net Worth. The relation of the protecting shareholders 
interest to the liabilities is watched both by the depositor and shareholder. This 
relation of deposits to net worth is the rough equivalent of the debt to net 
worth ratio so often used in commercial and industrial field, of balance sheet 
analysis. The net worth, or excess of assets over liabilities serves as a margin 
of safety to depositors. Some experts in the field of financial statement analysis 
feel the need for keeping this margin of protection upto a certain point, requiring 
that a bank should not accept deposits in excess of a certain number of times its 
share capital and reserves such as ten. If deposits are ten times the capital and 
reserves, and if the loans and investments are approximately equal to the deposits, 
then a loss of over 10 percent of these earnings assets would wipe out the margin 
of protection to the depositors. The need for a protecting net worth lies in the 
possibility of asset shrinkage. 

(5) Risk Assets to Net Worth or Risk Ratio. The need for an ownership 
equity is to protect depositors against asset shrinkage; some prefer to compare 
it with “risk assets” rather than deposits. These are defined as assets other than 
cash and Central and State Governments and trustee securities. The measure 
is an improvement over the deposits to net worth ratio although it is still a 
crude one because it ignores differences in the quality of the risk assets and the 
risk of loss on government securities where a bank may be obliged to sell before 
maturity at less than cost. Net worth is needed not to protect deposits in the 
abstract, but to cover losses in those asset values that are subject to shrinkage. 

(6) Net Profit to Effective Capital. This ratio of net profit to effective 
capital will show the return on capital employed and whether such return 
compares favourably with similar banking institutions. 

(7) Reserve Fund to Paid-up Capital. As the human body needs sufficient 
reserve of energy to overcome physically ailments, similarly a bank needs strong 
reserve to overcome financial crisis. The higher the ratio of such reserve fund 
in relation to paid-up capital, the better and more stable is the financial position 
of the bank. A high percentage of reserve fund is a healthy symptom to the 
financial health of the bank. 

/ 

COMPARATIVE BALANCE SHEET OF THE CENTRAL BANK OK INDIA LIMITED FOR 
THE YEARS ENDED 31 DECEMBER, 1956, 57 AND 58 
(In Th 'usands of Rupees) 



1956 

1957 

1958 

Cash and balances with other 




banks. 

1.55.793 

1.59.211 

1,58,678 

Money at call 

12.333 

24.717 

76,602 

Investments 

5.29.799 

4,94,697 

5,29,252 

Bills discounted 

1,77.186 

1.700.75 

1.45,763 

TOTAL LIQUID ASSETS 

8,75.111 

8,48,700 

9,10,295 

Advances 

7.30.442 

8.44,864 

8,52,973 

Land and buildings, furniture 




and fixtures. 

13,149 

13.437 

13,781 

Investments in shares of 




subsidiary co. 

999 

999 

999 

Interest accrued on investments 

2.745 

2,543 

2,729 

Stamps, stationery, stock of H.S., 



2,066 

safes and safe deposit boxes. 

1.838 

1,757 

Non-banking assets 

712 

690 

691 
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TOTAL NON-LIQUID ASSETS 

Bills for collection 
Constituents liabilities for 
acceptances, etc 

TOTAL 


7,49,885 

87,224 

93.749 

1,80,973 

18,05,969 


8.64.290 

96,870 

1,09,196 

2,06,066 

19,19,056 


8,73,239 

92,330 

1.14,776 

2,07,106 

19.90,640 


Liabilities and Capital: 

Depostis 

Borrowing from other banks 

Bills payable 

Other liabilities 

13.87.215 

92,155 

16,975 

52,580 

15.48.673 

19.802 

19,130 

49.209 

TOTAL LIABILITIES 

15.48.925 

16.36,814 

Ordinary share capital 

Reserve fund 

Contingency fund 

Sinking fund in respect of land 
and buildings 

Profit and loss account 

31.455 

31.629 

4.200 

4.448 

4,339 

31.455 

31.629 

4.200 

4,532 

4.360 

TOTAL CAPITAL ACCOUNT 

76.071 

76.176 

Bills for collectian as per contra 
Acceptances, etc. as per contra 

87,224 

93.749 

96.870 

1,09,196 


1.80,973 

2,06,066 

TOTAL 

18,05,969 

19,19,056 

Risk assets: (assets other than 
cash and bank balances, money 
at call and govt, and trustee 
securities) 

10.04,302 

11.10.948 


16,19,767 

14.321 

19,268 

54.005 

17,07,361 

31,455 

31.629 

4200 

4.640 

4.249 

76,173 

92,330 

1.14.776 

2,07,106 

19.90.640 


11,03,262 


TREND RATIOS FOR THE YEARS 

ENDED 31 DECEMBER, 1956, 57 AND 58 


1956 

1957 

1958 

Deposits 

100% 

112% 

117% 

Advances (including bills discounted) 

100 

112 

110 

Borrowing from other banks 

100 

21 

16 

Bills payable 

100 

113 

114 

Investments 

100 

93 

99.8 

Cash (including money at call) 

100 

109 

140 

Gross revenue from banking operations 

100 

119 

129 

Operating expenses 

100 

122 

136 

Effective capital 

100 

100 

100 
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STRUCTURAL RATIOS, 31 DECEMBER, 1958 


Credit ratio [advances and bills dis. to deposits] 61.6% 

Liquidity ratio [1] Cash on hand and with other banks 
[2J Money at call 

[3] Unencumbered investments 

[4] Bills discounted 

Cash ratio [including money at call and short notices] 14.5% 

Deposits to net worth 21 : 1 

Risk rssets to net worth [assets other than cash and Govt, and 

trustee securities] [Also called risk ratio] 14:1 

Net profit to effective capital 11.1% 

Reserve fund to paid-up capital 1:1 


COMPARATIVE PROPIT AND LOSS ACCOUNT FOR YEARS ENDED 31 DECEMBER, 

1956, 57 AND 58 

(In Thousands of Rupees) 



1956 

1957 

1958 

Interest and discount 

53.264 

64,133 

70.583 

Com. and exchange 

11.361 

13.014 

13,042 

Gross revenues from banking 




operations. 

64.625 

77,147 

83,625 

Operating Expenses : 

Interest paid 

22.669 

32,501 

36,834 

Expenses 

32,409 

34,636 

38.151 

Operating earnings 

9.547 

10,010 

8.640 

Add Income Credits 

Rent on bank's premises 

581 

587 

590 

Profit on sale of assets 

— 

— 

600 

Income from non-banking assets 

296 

268 

299 

Transfer fees 

12 

9 

13 


10,436 

10,874 

10,142 

Deduct income charges 

— 

— 

— 

Profit before taxation 

10.436 

10,874 

10,142 

Provision for taxation 

1,300 

1,300 

1,650 

Net profit 

9,136 

9,574 

8,492 

Dividends 

4,404 

4,404 

4,404 
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COMPARATIVE COMMON-S.ZE PROF.T AND LOSS ACCOUNT FOR YEARS ENDED 

31 DECEMBER. 1956, 57 AND 58 


/ 

Interest and discount 

Com. and exchange 

Gross revenues from banking 
operations. 

Operating expenses 

1956 

82.4 

17.6 

1957 

83.1 

16.9 

1958 

84.4 

15.6 

100.0% 

85.2 

100.0% 

87.0 

100.0% 

89.7 

Operating earnings 

Income credits 

Profit before taxation 

Provision for taxation 

14.8 

1.4 

13.0 

1.1 

~To.3 
1.8 

16.2 

2.0 

14.1 

1.7 

12.1 

1.9 

NET PROFIT 


~2A 

10.2 


There is a progressive increase in the trend ratios of deposits and advances. 
In the year 1958, P the rise in advances could not keep pacewith an inciease m 'depo¬ 
sits The pace of expansion in total deposits has slowed down. The rise in 1958 

was only 7crorcs as against Rs. 16 crores in 1957 and Rs. 10 crorcs in 1956. This, 
however, is not true of individual classes of deposits. In fact the fixed deposits of 
the Bank have gone up to a larger extent than in the previous year. The exact rise 
being Rs. 17.81 crores (to a peak of Rs. 75.33 crorcs) as compared with 15.18 
crorcs in 1957 and only Rs. 2.39 crores in 1956. 

Savings bank deposits at Rs. 30.15 crores show an increase of Rs 1.56 
crores, while current and other accounts have actually dropped by Rs. 12.26 
crores to Rs. 56.50 crores as compared with arise of Rs. 1.05 crores in the 
previous year. , 


While in 1957 the Bank’s advances recorded a net rise of Rs. 10.73 crores, 
during the year 1958 they witnessed a small shrinkage of Rs. 1.62 crores 
to Rs. 99.87 crores. A varietywise breakdown of the advances shows that loans, 
cash credits and overdrafts have enlarged by Rs. 81 lakhs to Rs. 85.30 crorcs, 
while bills discounted and purchased have declined by Rs. 2.43 crores to 
Rs. 14.58 crores. The overall decline in advances in the face of a rise in deposits 
has brought down the credit ratio from 65.5 per cent in 1957 to 61.6 per cent 
in 1958. 


The Chirman of the Bank in his speech has rightly pointed out that the 
advances in general during the year 1958 were actually higher than during the 
previous year, but not to an extent as would enable them to utilise their increased 
resources fully and remuneratively throughout. The curb on imports, the Reserve 
Bank’s restrictions in the matter of advances against food grains and the stagna¬ 
tion in the piece-goods trade seriously affected the turnover in bills. 

The rise in deposits without a corresponding increase in advances necessi¬ 
tated an increase in the portfolio of investments. The liquid assets stand 
strengthened, as witnessed by the increase of Rs. 3.46 crores in investments and 
of Rs. 5.31 crores in cash balances. The total of liquid assets- cash on hand 
and with banks, money at call and short notice unencumbered investments and 
bills amount to Rs. 91.02 crores as compared to Rs. 84.87 crores of the previous 
year. The liquidity ratio has improved from 54.8 per cent in 1967 to 56.1 per 
cent in 1958. 
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Cash on hand and with banks and money at call and short notice amount 
to Rs. 23.52 crores in 1958 as compared to Rs. 18.39 crores in 1957. Thus 
there is an increase of Rs. 15.13 crores. The cash ratio has improved from 
11.9 per cent in 1957 to 14.5 percent in 1958. 

The ratio of deposits to net worth which serves as a margin of safety to 
depositors in case of assets shrinkage has slightly increased from 20.1 in 1957 
to 21.1 in 1958. 

Risk Ratio. This ratio measures the cover provided by net wroth in 
respect of risk assets which are subject to shrinkage. This ratio has receded a 
little from 14.5:1 in 1967 to 14:1 in 1958. If the shrinkage in risk assets is upto 
1/15th, the depositors will not suffer any loss. Any shrinkage of these assets 
beyond this limit will make the depositors uncovered to that extent. 

The slowing down of industrial and commercial activity during the year 
1958 created a tendency amongst the depositors to place their idle funds with 
banks in time deposit accounts. This shift in the pattern of deposits would, by 
itself, have resulted in a largely increased payment of interest, but added to this 
was the severe competition amongst the banks to secure deposits by paying 
high rates of interest. The Bank paid as much as Rs. 3.68 crores by way of 
interest on deposits and borrowings as compared to Rs. 3.25 crores paid in the 
previous year. 

Although the revenues from banking operations rose from Rs. 7.71 crores 
in 1957 to Rs. 8.36 crores in 1958, i.e. t by Rs. .65 crores, this rise was more than 
offset by an increase in operating expenses from Rs. 6.71 crores in 1957 to 
Rs. 7.50 crores i.e., by Rs. ‘79 crore. The heavy rise in establishment charges 
was due to increase in dearness allowance, salaries, and overtime, apart from 
an increase in staff consequent on the expansion of business and the opening 
of 16 new offices during the year. The total amount accounted for by payment 
to the staff amounts to a very substantial figure of nearly Rs. 3.07 crores in 
1958 as compared to Rs. 2.76 crores in 1957. 

As a result of all this, the shrinkage in profit margin of the Bank is some¬ 
what more pronounced in 1958 than in 1957. Its profits which had gone up 
by Rs. 4.38 lakhs to Rs. 108.74 lakhs in 1957, suffered a drop of Rs. 7.32 lakhs 
to Rs. 101.42 lakhs in 1958, thus more than offsetting the improvement wit¬ 
nessed in 1957. 

The upward trend in the Bank’s profit has been reversed. The profit for 
1958 represents only 12.1 per cent of the gros* income earned in that year, the 
ratio having dropped from 14.1 per cent in 1957 and 16.2 per cent 1956. 

Despite the fall in profit, the directors have found it necessary to set up 
the provision for taxation from Rs. 13 lakhs to Rs. 16.50 lakhs. The bonus to 
staff has been raised further by Rs. 2 lakhs to Rs. 32 lakhs. The staff gratuity 
fund, too, has received Rs. 3.50 lakhs more at Rs. 10 lakhs. The dividend is 
unchanged at 14 percent per annum to which level it had been stepped up in 
1953 from 12 percent. 

Two ideas concerning dividend policy are present in the mind of the 
management. First, that the reduction of dividend rate is unfortunate and 
reflects upon the prestige of the Bank^ and second, that a dividend should be paid 
only from earnings of the current year except under the most unusual circums 
tances.These ideas result in the banking rule that dividend rate should be 
increased only when there is excellent assurance that it can be maintained. The 
practice of this rule should result in growing surplus, stable dividends and a 
generally high rating for the shares of the Bank as an investment. 

The percentage of net profit to gross revenues is 10.2 while the percentage 
of net profit to effective capital is 11.1. The Bank’s reserve fund is unchanged 
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R<i 1 crore) being Rs. 51.14 cro , • iq^s which had received 
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CHAPTER XIII 


PUBLISHED ACCOUNTS OF INDIAN COMPANIES 
Books of Account to be kept by a Company 


Section 209 of the Companies Act, 1956 requires every company to keen 
proper books of account with respect to: F 

(a) All sums of money received and expended by the company and the 
matters in respect of which the receipt and expenditure take place, i.e. y a cash 
book. 

(b) All safes and purchases of goods by the company, /.<?., day books , 

(c) The assets and liabilities of the company, i.e., a ledger. 

The books of account must be kept at the registered office of the 
company or at such other place in India as the directors think fit, and shall be 
open to inspection by the directors during business hours. 

Section 541 which applies only on winding up of a company imposes 
punishment by way of imprisonment for a term which may extend to one year 
if proper books of account have not been kept throughout the period of two 
years immediately preceding the commencement of the winding up. The 
expression "proper books of account” for purposes of the Section is defined as 
such books of accounts as are necessary to exhibit and explain the transactions 
and financial position of the business of the company, including book scon- 
taining (1) entries made from day to day in sufficient detail of all cash received 
and paid; (2) statements of the annual stock-taking (where the business of the 
company involved dealings in goods—except in the case of goods sold by way of 
ordinary retail trade); and (3) entries of all goods sold and purchased, showing 
the goods and the buyers and sellers thereof in sufficient detail to enable those 
goods and those buyers and sellers indentified. 

Sections 209 and 541 should be read together in determining what accounts 
and records should be kept. 

It will be seen that the provisions of Section 541 are more comprehensive 
than those of section 209, and in order to avoid liability on the winding up of 
a company, the records kept should comply with the requirements of the former 
section throughout the existence of the company. Furthermore, section 541 
requires detailed day-books, for here it is essential to identify the goods bought 
and sold, and the sellers and buyers thereof except in regard to that part of a 
company’s trade which is conducted on a purely retail basis. 

Apart from any statutory provisions, however, practically all limited 
companies cause detailed records of their trading transactions to be kept in 
order that the true profits may be ascertained periodically and the financial 
position of the concern shown clearly; and in the articles of association of a 
company there may be particular directions as to accounts. The analyst has to 
see if these regulations have been faithfully followed. 
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Presentation of Accounts and Balance Sheet 

The main object of company law reform in, lnd '°1'^enabling 
investors. One of the ways *« which the taw'**!«»«enww* information 

Mewing ofT!certified by a 

professiona^audit ^ u u (he duty of the board 0 f directots to have 

the annual accounts and balance sheet of their company prepared. At e y 

on business for profit, the income and expend.lure account]' if 

the end of the period specified in sub-section 3 of Section 210, in other wo 
t is the first annual general meeting, the balance sheet and profit and loss 
account must be prepared so as to relate to the period starting from inconxna¬ 
tion of the company and ending with a day which mus.not P" eed * ‘I?® f y 
the holding of the meeting by more than nine months andI in'‘Jj*'*** J 

subsequent annual general meeting, the balance sheet . the day 

account must be prepared so as to relate to the period starting with the oay 

immediately after the day upto which the previous amount was P r< jP ar ' d “J 
ending with a day which must not precede the day of the holding of the mectini- 
by more than six months. If the time for the holding of the am'ua genend 
meeting has been extended by the Registrar the balance sheet and profit and 
loss account must relate to the period already mentioned but ending with a day 
which must not precede the extending date by more than six months. 

The period for which the balance sheet and profit and loss account may 
be prepared is referred to in the Companies Act, 1956 as a financial year, it 
may be less or more than a calendar year; but must not exceed fifteen months 
unless special permission has been granted by the Registar so as to extend th 
financial year even to eighteen months. 

The annual accounts comprising the balance sheet and the profit and loss 
account have to be laid before the company for the first time within 18 months 
of its incorporation, and thereafter once every year. A company can have its 
own financial year which may differ from the calendar year, and except where 
specially authorised, the annual accounts must represent the transactions over 
the year. 

Section 216 of the Act requires that the profit and loss account must be 
annexed to the balance sheet and the auditors' report must be attached thereto. 
Besides, the directors are required under section 217 to make out a report and 
attach the same to every balance sheet. The report must be with reference to 
(a) the state of affairs of the company; (6) the amounts, if any, which the board 
of directors propose to carry to any reserves, either in such a balance sheet or 
in a subsequent balance sheet; (c) the amount, if any, which the board recom¬ 
mends should be paid by way of dividend; and ( d ) material changes and commi¬ 
tments, if any, affecting the financial position of the company which have 
occurred between the financial year to which the balance sheet relates and the 
date of the report. 

The report of the board of directors must deal with any changes which 
have occurred, during the financial year, with respect to the nature of the 
bussiness of the company, or the subsidiaries of the company, or the business 
carried on by them and generally iu the class of business in which the company 
is interested. This is so far, as is material for the appreciation of the state of 
affairs of the company by its members, and is not, in the opinion of the board 
of cirectors, harmful to the business of the company or the business of any of 
the subsidiaries of the company. 
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Profit and Loss Account 

The statutory requirements [Section 211 (1 and 2)] regarding these docu¬ 
ments are contained in the succinct provision that every balance sheet shall give 
a true and fair view of the state of the affairs of the company as at the end of 
the financial year and every profit and loss account shall likewise give a true and 
fair view of the profit and loss of the company for the financial year. 

The expression “true and fair” epitomises the intention of these provisions 
The accounts of a company must not only be “true and correct,” as under the 
old law but “true and fair”. They must be true accounts, but they must also 
give a fair, that is to say, an honest appraisal of the company’s position. This 
particularly applies to reserves and provisions. This section prescribes that the 
balance sheet and the profit and loss account shall be in the forms in Schedule VI 
or as near thereto as circumstances admit. 

For the purpose section 211, except where the context otherwise requires, 
any reference to a profit and loss account shall include any notes thereon or 
documents annexed thereto, giving information required by the Act, and allowed 
by the Act, to be given in the form of such notes or documents. 

The following are the basic requirements of the Companies Act, 1956, 
regarding profit and loss account: 

Part II of Schedule VI applies to income and expenditure accounts, 
referred to in sub-section (2) of Section 210 of the Act, in the same way as it 
docs to profit and loss accounts. 

The profit and loss account must disclose clearly the result of the working 
of the company during the period covered by the account. It must also disclose 
every material feature, including credits or receipts and debits or expenses in 
respect of non-recurrng transactions of an exceptional nature. Items relating 
to previous years should also be shown separately. 

The profit and loss account must set out the various items relating to 
income and expenditure, arranged under the most convenient heads. In 
practice, appropriations of profit will normally be included in a separate section 
of the profit and loss account whieh may be called the profit and loss appro¬ 
priation account. 

Part II under Schedule VI does not specifically lay down any particular 
form in which a company is required to prepare its profit and loss account, 
but the details required to be shown in the profit and loss account are given 
extensively in this part. These details are given in Chapter V. 

There is no indication under Part II how the various items stated therein 
are to be shown in the profit and loss account. It is usual for companies to 
prepare the profit and loss account in two sections, showing in the top portion 
of the profit and loss account items which relate to that account and in the 
bottom portion items of the nature of appropriations. The requirements as 
laid down in part II do not make such a distinction between the two categories. 
If all the items mentioned in Part II are required to be shown in the profit and 
loss account (without any further division) regardless of the fact as to whether 
they are of the nature of appropriation or otherwise, the resu'ting figure would 
not disclose a true and fair view of the state of the company’s activities. Thus, 
for example, under the heading III (VIII). the amounts transferred to the 
reserves, etc., are to be shown; it would be easily understood that the transfer to 
reserves is not an expenditure but an appropriation and yet the item is listed in 
Part. II like any other item of expenditure. Besides this, the order in which 
the items have to be shown depicting the following information is not given: 
(a) cost of goods sold, ( b ) gross margin, (c) operating expenses, (d) operating 
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profits, M non-operating items. “which g° £> 

tion of profit. A clear and ratl ° n ®'t' v J s '°", °! cms wh ich should go to profit 
the profit and loss account, pure^ndsim^eandt down in Part 11. The 

and loss appropriation account, should nave ocen r operational 

published profit and loss account: should give^ a c e. of the amount of 

profit, of non-operational items of income and c P ? profit of amounts 

charge for Indian Incometax and other Indian taxat on I g lQ provlc i e 
provided for redemption of capitaland cannol be determined with sub- 

for known liabilities of which enumerated as such, 

stantial accuracy, of transfers to or from reserves c.ea y shou|d be made lo 
and of the appropriation of residual balances, tvery e lt is desirable 

show the manner in which the true opc^fonal profi b distinguishing the 
to state the figure of net sales, as well as the cost ot distribution 

cost of labour and materials and work‘ m .naMment should appear 

expenses, and the cost of administration and m^gemeni sn 
plainly as also should the cost of finance. The share of each tactor in p 
should be disclosed as well as the net amount available for the owners 

AMENDMENT TO THE COMPANIES ACT. 1956 AND CHANGES INTRODUCED IN 

Balance Sheet 

Material changes have been introduced in the Companies 

the requirements regarding the profit and loss account unde P 

Act, 1956. The forms prescribed under the new Act contain ™ uc ' 8rc,, ° 
detail than those under the old Act. The legislature has triedl to Bwe»*he 
shareholders as much detailed information as possible to enable them to 01 a 
the various items in the balance sheet and profit and loss account.'In 1 parti cu re 
much greater information is now required to be f g ^ en . ° f ?° Hq be 

known as "secret reserve." The market value of the investments has to be 
indicated on the face of the balance sheet so that anybody reading the balance 
sheet may compare the market value with the book value of the investment 
form an opinion as to the extent to which the market value is higher than the[book 
value, representing a sort of reserve. Similarly, the exact mode of valuation ot 
the stock-in-trade has also to be indicated on the face of the balance sneei. u is, 
however, open to question as to how far the improvement under this item is 
helpful in giving the reader of a balance sheet a better view of this item than 
what was available under the old form of balance sheet. One still finds m the 
balance sheets of companies under the new Act, the mode of valuation ot stocK- 
in-trade ” or “work-in progress" described as "at or below cost' . This descrip¬ 
tion, it will be easily seen, is not much helpful in forming an opinion as to the 
exact method of valuation. Even the conventional description of the mode ot 
valuation “at cost or market price whichever is lower" (which description it is 
thought would comply with the requirements under the new form of balance 
sheet) does not make one wiser about the extent to which this item has been 
undervalued, and the old idea so far as this item is concerned, viz, that the 
actual position of the balance sheet should be at least as good as appears on the 
face of it (it is immaterial if it is better) would still seem to prevail and one 
therefore wonders how far such a balance sheet, so far as this item is concerned, 
could be said to reflect a true and fair view of the state of affairs of the company. 
At the same time one has to remember that however much one may desire that 
a balance sheet should be as accurate as possible in respect of each of the items 
mentioned therein, one cannot get away from the fact that in some particulars 
at any rate a balance sheet is frequently an expression of opinion on the part 
of those responsible for its preparation and issue. It will be readily seen that a 
balance sheet in which individual items of stock have been valued at cost if the 
market value of the item has gone up, and at market value in respect of thos 
items of which the market value has fallen below cost, contains an element o 
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"**!??* /!t erVe i u ? der } Wls ilcm » the extcnl of which can only be seen if one 
examines the valuation of each individual item or if the balance sheet on the 

(lt C r pnl.iri the a SS re S ate market va lue of such items in the inner column 
(as required n the case of investments); this, however, is not laid down in the 

hi ™^ nCC t !i heet ’v, Eve H if ° ne were t0 a «empt such a valuation, one 
would be confronted with another difficulty, namely, that of finding out the 
market value of such items of stock, and such valuation might be arbitrary in 
the case of some companies depending on the opinion of the people who are 
reponsible for the preparation of the same and also depending on the different 
interpretations of the term “market value.” 


As reg^ds the changes in the headings of both the sides of the balance 
sheet, it is difficult to see how the change is an improvement over the old form 
where the wordings were “Capital and Liabilities" on the left hand side, and 
Property and Assets on the right hand side, which wordings have been 
changed to "Liabilities'’ and “Assets” in the new form. It is submitted that 
the description in the old form of balance sheet reflects more accurate descrip¬ 
tion, at least so far as the left hand side of the balance sheet is concerned. 

Coming to the heading “Current Liabilities and Provisions,” one finds 
against item 13 (2) the description “uncalled liability on shares partly paid held 
as investments.” This item under the heading “Liabilities and Provisions” 
appears to be absolutely out of place. First, because there is no need to make 
such a provision in respect of uncalled liability on partly-paid shares held by 
the company as investments; even if an actual call has been made on such 
investments, which call remains unpaid, the liability could hardly be called 
luncalled liability.” The proper description would be “calls made in respect 
of shares held by the company not paid for.” After the calls are paid up the 
same payment will be debited to the Investment Account. It is not usual for a 
company to make provision for uncalled liability on partly paid shares but only 
to how the extent of the liability by way of a separate note atthe foot of the 
balsnce sheet. If, however, any company thinks it necessary to make a 
provision in the accounts for such a liability, it would appear that it being 
puare reserve, it should be properly classified under the heading “Reserves and 
Surplus.” If and when a call is made and the actual payment is made by the 
company, the same would normally be debited to the particular investment 
account and this will go to increase the value of investments as shown in the 
balance sheet, and the provision if at all made earlier would clearly be a free 
provision not reflecting the provision for any known liability. It is necessay 
not to mix up the term liability as is understood in the accounting sense with 
liability to pay calls when made. The latter liability is only for payment and it 
may not affect the company’s profit and loss account at all. The liabilities 
which are contemplated in the wordings of the items in the balance sheet are 
those liabilities which have to be provided out of the profits or which have to 
be charged to the profit and loss account, such as, liability for certain expenses 
or for certain claims against the company by way of damages, etc. The liability 
for calls on partly paid shares held by the company is not of that nature. 


Assets Side of the Balance Sheet 


Under the heading Fixed Assets no distinction is made between tangible 
and intangible assets. All these assets have been clubbed together. They ought 
to have been properly grouped so that the various users of the balance sheet 
could know separately the nature and cost of the long lived assets of the 
company. The proper grouping ought to be : 
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Fixed Assets. 

(a) Intangible :— 

(i) Goodwill 
(//) Patents - 
(///) Trade Marks and 
(iv) Designs. 

(£) Tangible 
(i) Land 
(//) Buildings 
(i/i) Leaseholds 

(iv) Railway sidings 

(v) Plant and Machinery 
(W) Furniture and Fittings 
(vti) Development of Property 

(viii) Live Stock 
( ix) Vehicles etc. 

As regards the adequecy of provision for depreciation (this is concerned 
both with balance sheet and the profit and loss account), no hard and fast rules 
could be laid down. A view that is being held in some quarters is that a 
company must make a full provision for total amount of depreciation as allowed 
under the Income Tax Act, namely, normal depreciation, additional depreciation, 
initial depreciation, and investment allowance in place of development rebate, etc., 
and if all these items are not provided for, it would be the auditors* duty to report 
on the matter. It is difficult to see any justification for this view. It would not be 
correct to say that the rates provided under the Income Tax Act, by way of depre¬ 
ciation, additional and initial depreciation and investment allowance are only rates 
which can be regarded as reasonable. As a matter of fact, initial and additional 
depreciation has been allowed under the Income Tax Law for quite different 
considerations and in no sense could they be regarded as normal wear and tear. 
If the view that provision for depreciation can be reg.:rdcJ as adequate and 
reasonable only if all the items allowed by the Income Tax Law are provided 
for in the accounts, the position whould be that in the first year in a company, 
the provision for depreciation which is regarded as adequate would be very much 
higher than in the second and third years when there would be no initial 
depreciation. One has, therefore, to discard the view that just because the 
company has not provided all the items of depreciation allowed under the 
Income Tax Act, the provision must be regarded as inadequate. One has to 
fall back upon the normal commercial usages regarding the provision for 
depreciation, taking into account the normal period of life of each asset and 
making provision on the merits of each case. 

The Act only requires that the total amount of depreciation written 
off each kind of fixed asset must be disclosed. There is, of course, no objection 
to giving particulars of the amount written off up to the beginning of the year 
of account, the amount written off during the year, and the deduction in respect 
of assets sold or discarded during the year. 

Part III of Schedule VI of the Act provides that any amount written off 
as depreciation is to be regarded as a “Provision”, but that any amount so 
written off after the commencement of the Act. which is in excess of the amount, 
which in the opinion of the directors is reasonably necessary for the purpose 
(such cases are likely to be rare), is to be regarded as a “Reserve.” 
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As any amount set aside as depreciation in excess of that considered 
necessary is to be treated as a reserve, it would be quite incorrect for such excess 
depreciation to be deducted from the asset, and any such amount should be 
shown as a reserve under “Reserves and Surplus,” on the liabilities side of the 
balance sheet. It is, however, important to note that any excess depreciation 
which may have been written off prior to the commencement of the Act need 
not be treated as a reserve, and such excess depreciation may, therefore, be 
deducted along with the depreciation which is not considered excessive, from 
the cost of the asset. The exemption in this behalf for excess depreciation 
written off in relation to fixed assets before the commencement of the Act 
applies to depreciation written off. i.e., deducted from the cost of the assets, 
and not to depreciation retained by way of “provision for depreciation” and 
shown on the liabilities side of the balance sheet. If the latter is in excess of 
requirements, then the excess should be shown as a reserve. 1 

Coming to the heading “Current Assets", it is important to note the 
particulars that would now be required to be given against the item stock-in- 
trade, etc. It is now necessary to indicate the exact mode of valuation of stock- 
in-trade and work-in-progress. In view of this specific requirement, it would 
appear that the mere indication that the item is shown as valued by the manag¬ 
ing director or manager would not comply with the requirements as this could 
hardly be said to be the mode of valuation. 

The note (m) given in Schedule VI. Part l, is of importance. “If in the 
opinion of the board, any of the Current Assets, Loans and Advances have not 
a value on realization in the ordinary course of business at least equal to the 
amount at which they are slated, the fact that the board is of that opinion shall 
be stated.” 

Another feature under the heading “Current Assets" is in respect of 
“Sundry Debtors”. Items of “Sundry Debtors” which arc more than six 
months old are required to be shown separately from other debts. Better and 
purposeful information could have been revealed if the classification would have 
been on the basis of 3, 6, 9 and more than 9 months old. 

Every improvement opens up fields for further advance. This is so in the 
elucidation of the state of company's affairs. Prior to the passing of the Com¬ 
panies (Amendment) Act. 1936, the published accounts of the companies 
registered under the Companies Act, 1913, left much to be desired. The Act of 
1936 was a much needed reformative measure and it had proved to have been 
beneficial to all whose interests were concerned. However, sufficient time had 
elapsed for a fair judgment to be passed on the efficacy of the Act to meet, the 
abuses that it was designed to combat, and as a result, certain faults and short¬ 
comings had become apparent, mainly because of difficulties that had arisen in 
practice. Because of these, an amendment of the Companies Act was made in 
1956. The Act is both an amending and consolidating measure and has in¬ 
volved a detailed scrutiny of the basic principles underlying company law in the 
light of our present development plans and accepted economic policy. In the 
formulation of the country's economic policy, two significant factors were: the 
inception of planned economy and the acceptance of the socialist pattern of 
society. Within two decades since the company law revision of 1936, political 
conditions altered and ideologies and philosophies have as a result undergone a 
profound change. The basic objective underlying the reform of company law 
however, remains the same, viz , to encourage and safeguard private investment 
in fields which are not earmarked for the public sector and to regulate such 
investments for the common good, to maintain the confidence of shareholders 
and to protect their legitimate interests. 

1 . Recommendation on the Form of Balance sheet and Profit and Loss Accounts undtr 
the Companies Act, 1956, by the Rerearch Committee appointed by the Council of the 
Institute of Chartered Accountants of India, New Delhi, p. 15. 
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The Companies Act 1956, has been amend^ 
into force. The major amendments being made by tn v amendmcnt 

S£ ™ Apri1,19, °- *"” 

important changes have been made : 

(1) The system of management of companies by managing agents. 
Secretaries and treasures has been abolished. 

(2) Donations by companies to political parties or for any politica 
purpose to an individual or body, have been banned. 

These measures have been incorporated to safeguard the^interest of the 

bc 

profitably used for the growth of the business. 

Main Provisions of the Companies (Amendment) Act, 1974 


Main Provisions of the Companies (Amendment) Act, I 974 , which came 
into force from 1st February. 1975, are detailed below. Parhamentpresentedto 
the corporate sector of the country, a piece of legislation whose prom'ons reflect 
a conglomeration of ideologies of the different sections of the ruling party both in 
the Government and the two Houses of Parliament. It may be recalled that the 
original Companies (Amendment) Bill which was sponsored and P r <js*nted to 
Parliament in 1972 by Shri Raghunath Reddy, then Minister of Law and Com¬ 
pany Affairs contained drastic provisions affecting the corporate sector ana its 
management. The Joint Committee of Parliament had considerably modified 
and diluted the deleterious effect of some of the drastic provisions of the original 
Bill. The Bill of 1974 which having been adopted by both Houses of Parliament 
with some official amendments in the autumn session of 1974, now assumes the 
title. ‘ Companies (Amendment) Act, 1974. 


Main Provisions of the Compacies (Amendment) Act, 1974. 

The Companies (Amendment) Act, 1974 aims at protecting the interest of 
he non-controlling shareholders from the present trend of take-over of well 
tstablished companies by indviduals and groups or companies. 

(1) It has inserted S. 108A with a view to preventing the control of a com¬ 
pany falling into undesirable hands through the acquisition of large block of 
shares in a public company or a private company which is a subsidary of a 
public company. This section lays down that, except with the approval of the 
Central Government to be accorded within 60 days of the receipt of the request, 
no individual, group, constituent of a group, firm, body corporate or bodies 
corporate under the same management shall, jointly or severally, acquire, whether 
in his or its name, or in name of any other person, any equity shares in any 
such company as aforesaid, exceeding in their nominal value 25% of the paid-up 
equity share capital of such company, such percentage to include the nominal 
value of such shares already held in the company, if any. This section also 
provides a penalty for the acquisition of any share by any person 
in contravention of this provision consisting of imprisonment for a term extend¬ 
ing to three years, or fine to the extent of Rs. 5,000 or both. 

The Amendment Act, 1974 further introduced S. 108B in the Act aimed at 
curbing transfer of shares held in another company by a body corporate or 
bodies corporate under the same management where such transfer is likely to 
bring about a change in the composition of the board of directors of the company 
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prejudicial to the interest of such company or to public interest. Where, 
however, such shares are held in a company engaged in any of the industries 
specified in the 13th schedule, the object of the section is that such shares should 
stand transferred to the Central Government or to the corporation owned or 
controlled by it on payment of an amount equal to the market value thereof. 

Sub-section (1) of this new section says that where a body corporate or 
•ki cor P. orale under lhe same management hold 10% or more of the subs¬ 
cribed equity share capital of any company intimation must be given to the 
Central Government, before transferring any of such shares of its or their 
proposal to transfer such shares together with a statement as to the particulars 
of the shares proposed to be transferred, the name and address of the proposed 
transferee and his share holding in the company, if any, and such other parti¬ 
culars as may be prescribed. 

Another new section introduced in the Act by the Amendment Act, 1974 
is S108C which prohibits a transfer by a body corporate or bodies corporate 

under the same management holding 10% or more of the nominal value of the 
equity share capital of a foreign company having an established place of 
business in this country, of any of these shares to a citizen of India or anybody 
corporate incorporated in India, except with the previous approval of the 
Central Government. 

The Amendment Act, 1974 has inserted two more sub-sections in Section 
408, by the first of which the Central Government is empowered to issue such 
directions to the company as it may consider necessary or appropriate in regard 
to its affairs besides appointing a person as a director or additional director of 
the company, and by the other, that Government may require such person to 
report to it from time to time with regard thereto. 

To meet the most disturbing situation created by some companies failing 
to return the deposits of money made with them by the public, the Amendment 
Act, 1974 has introduced SS58A and 58B in the Act so as to regulate and con¬ 
trol the invitation for, and acceptance of deposits by companies from members 
and the public at large. 

Restriction as to Number of Auditorships 

The Amendment Act, 1974 has been inserting sub-section (IB) in S. 224, 
limited the number of companies of which a person, whether a partner in a 
firm of auditors or otherwise may hold the appointment as auditor to twenty 
where the paid-up share capital of each of them is less than Rs. 25 lakhs, and 
in any other case, also twenty out of which not more than 10 shall be com¬ 
panies each of which has a paid-up capital of Rs. 25 lakhs or more. 

Creation of Reserve Fund out of Profits 

The position with regard to reserve fund is drastically changed by two of 
the provisions inserted in the Act by the Amendment Act, 1974. One of them 
incorporated in sub section (2A) of S 205 of the Act makes it obligatory for a 
company to transfer to its reserves out of its profit for any year arrived at after 
providing for depreciation in accordance with the provisions of sub-section (2) 
such percentage thereof not exceeding 10% as may be prescribed, before 
declaring or paying any dividend for that year. 

The second provision incorporated in sub-section (3) of S. 205A deprives 
the company of its right to declare and pay dividend out of its reserves in case 
of absence or inadequacy of profit for any year except in accordance with such 
rules as may be made by the Central Government in that behalf. 
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Cases in which Private Company becomes Public Company 

By the Amendment Act, 1974 under Section 43A public 

been provided in which a P r > v ^ nv ^P^ y av ^ l '^nnu^ turnover during 

not less than 25% of the paid-up share capital of a public compa y. 

Restrictions on appointment of former managing agents and secreta 
and treasurers to any office. . 

Sy&S «»£ ^t which fortune ^ointment ^^pany, of 

Hfh August 1960^ been holding office as its managing agent, or secretaries and 

SSW commencement'o^the* Am^dmen, Act e^tw^h the approval of 
(O ffie company in general meeting and <«/) the Central Government. 
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(7) Interest accrued but not due 
on loans]._ 



LIABILITIES ASSETS 

Instructions in accordance with Instructions in accordance with 

which liabilities should be Figures for the Figures for the Figures for the Figures for the which assests should be made out 
made out previous year current year previous year current year 
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Criticism of the Form and Contents of Balance Sheet and 
Suggestions for Improvement 

Sub-Section (I) ofSection 211 of the Act state that tvery ^ lance ^ e *^ of 

StSSSfcx 

circumstances admit. 

The balance sheet has been burdened with a lot of information. But the 
classification and grouping of assets and liabilities lacks clarity and sometime 
“infusion. It is Suggested that the balance sheet 

cation on the one hand of net worth contributed capital, “P™. fcse J7* !5 * 
revenue reserves and surplus), borrowed money, liability funds ■ <«:*. 

Employees Pension and Provident Funds), provisions and current liab^ lit es, 
and, on the other hand, of fixed assets, investments current assets 
between those which are floating and those which are liquid), and/if each 
charges. It is a useful aid to reference, if each group is numbered and if each 
item within a group is similarly dealt with. Care should bct *** n '?J** { 
asset groupings give such an analysis of their components as will reveal the 
types of assets which they included. Fixed assets might very well be supported 
by a schedule setting out under each head the original cost at the beginning of 
the accounting period, the cost of additions and deductions during the period, 
particulars of the amount of depreciation written off upto the beginning ot the 
year of account, the amount written off during the year, and the deduction in 
respect of assets sold or discarded during the year. It may be questioned how 
far the disclosure of accumulated depreciation provisions for the assets under 
each heading is useful for a proper understanding of its adequacy, since in iact 
we know nothing about the age composition of these assets. 

The fixed assets shall at least once in every ten years be valued by a valuer, 
whose report shall be attached to the balance sheet. This appraisal of fixed 
assets be made on the same lines as provided in the case of life insurance com¬ 
panies. This will enable the true worth of the business to be fairly judged. 


Investments 


Under the head “Investments” a distinction should be made between 
those which are relatively retainable and those which are relatively tempprary, 
the latter being included among the current assets so far as they are marketable. 

Sundry Debtors 

All book debts should be classified on the basis of age, i.e., less than 3 
months old, 3 months to less than 6 months old, 6 months to less than 9 months 
old, and over 9 months old. This will give a clear idea about their collectibi¬ 
lity and a suitable reserve can be created for bad and doubtful debts. 

In order to simplify the balance sheet and make it look clean, the appen¬ 
ding of the following schedules should be made compulsory. 

(1) Schedual of Fixed Assets. 

(2) Schedual of Investments. 

(3) Schedual of Reserves and Surplus. 

(4) Schedule of changes in Working Capital, and a statement of Source & 
Application of Funds. 
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Besides the particulars to be given under any of the items as required 
under Schedule VI, the statute should provide the dissemination of the follo¬ 
wing information : 

(1) A note giving a true and fair view of the company’s incometax liabi¬ 
lity. The incidence of incometax and its effect on profits and on the 
financial position disclosed by the balance sheet is a matter which should 
be made clear to the shareholders. Incometax provision takes no account, 
either of the balance of the liability assessable for the current financial 
year, or of the liability which in normal circumstances, will arise in res¬ 
pect of profits included in the accounts but not assessable until the follow¬ 
ing financial year. Further, unless provision be made year by year for 
incometax based on each year’s results, the trend of net available profits 
will not be apparent, and cases will arise where the profits earned in a 
succeeding period will bear a disproportionate charge for taxation —indeed 
they may be even insufficient to meet it. 

(2) Standing commitments in respect to future contracts should be given. 

(3) Commitments in respect of purchases or sales of investments and 
capital expenditure other than those shown in the balance sheet be given. 

(4) Detailed account of the interlocking of company’s funds be given. 

Improvements in Directors Report 

The complaint has often been made that director’s reports are colourless 
documents which do little to inform or educate the shareholders. Both the 
Cohen Committee in England and the Bhabha Committee in India adverted to 
this defect. Besides the matters required to be stated in the report of the Board 
of Directors to be attached to the balance sheet laid before the company in the 
general meeting, it should contain express declarations regarding the correctness 
of the book debts or loans and advances due from directors, officers and con¬ 
nected firms or companies and charges on the company's assets, the sufficiency 
of the provision for depreciation on fixed assets, and the provision for a fall in 
the value of current assets. 

Any material changes which have occurred between the end of the finan¬ 
cial year of the company and the date of the report, which affect the financial 
position of the company should also be mentioned. 

Provision of Important Ratios 

The balance sheet should be substantiated by the ratio of the current year 
and of the last two years : 

Comparative Ratios of 
Rs. the last two years 


I Current assets 
Current liabilities 
Current ratio 
II Current assets 
Fixed assets 

Ratio of current to fixed assets 
II! Net worth 

Total liabilities 
Ratio of shareholders 
•to creditors’ equity 
IV Net worth 
Fixed assets 

Ratio of net worth to fixed assets. 
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Every effort was made under the Companies Act 1956, to give the share¬ 
holder as much information as is possible. This has burdened the balance 
sheet with a mass of detailed information which needs an expert eye to under- 

stand it. “Balance sheets are not. as a rules, implc lists of assets and ^abilities 
which he who runs may read ; on the contrary, they are often financial state¬ 
ments of exceeding intricacy which baffle the ordinary person and yield their 

secrets only to the trained mind.’’ 1 

There is much truth in this statement. The draftsmen of the Act were 

much worried in giving the sharesholders as much detailed information as is 

possible about the contents of the balance sheet, the anguage of which they find 
difficult to understand. What is needed is a simple balance sheet and a profit 
and loss account prepared on the lines suggested and supplemented by the 
the following information preferably in a graphic or diagrammatic form : 


Current Year Previous Year 

, R i I00% R K - 1000/0 

Total Income Rs % 0 f /„ co „, e Rs. % of Income 


Materials 

Wages 

Overheads 

Reserves 

Taxes 

Dividends 

Balance 


SALIENT FEATURES OF THE COMPANY 


Current Year Previous Year 
Rs. Rs. 


Turnover 

Profit before taxation 
Taxation 

Profit after taxation 
Dividends 

Profit for the year retained in the business 
Capital employed 

(Share capital, reserve and surplus) 
Expenditure on fixed assets. 


“The technique of accounting draftsmanship is developing fast and still 
has a long way to go in keeping with the developing critical faculty of interpre¬ 
tation. What the future has in store we can but dimly discern : there may 
be progress in graphic and diagrammatic forms and we may see the issue of 
periodical statements at regular and frequent intervals to supplement the 
customary annual accounts, but however this may be, it is becoming increasingly 
evident that it is beginning to be expected of published accounts that they 
shall at least make plain the facts of business enterprise.” 2 


p ‘Phillips Tovcy, Balance Sheets ; How to Read and Understand Them v3rd ed.. London', 
*F.S. Bray and H.B. Sheasby, Design of Accounts (3rd cd., London, 1949:, p. 10. 
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An Integrated Approach to Reporting Techniques in Published 

Accounts 

Increasing attention is given to disclosure in company reports. At present 
a company in this country has to comply with the relevant provisions of the 
Companies Act, 1956 and with the VI Schedule to the Act in particular. In 
essence the main requirement is that every balance sheet shall give a true and 
fair view of the state of affairs of the company as at the end of the financial 
year and every profit and loss account shall likewise giv e a true and fair view 
of the profit and loss of the company for the financial year. 

In the annual report and accounts of the companies registered undet the 
Companies Act, 1956, there is at present: 

1. Readability gap 

2. Credibility gap 

3. Lack of proper accountability on the part of management. 

For filling these gaps the following steps arc required : 

(а) Improvement in the form of presentation of accounts i.e. a close look 
into the design of profit and loss account and balance sheet. 

(б) Properly classified, and orderly presentation of account balances in 
the financial statements. 

(c) Application of the accounting principles and techniques in processing 
and building up the financial statements. 

Annual reports are prepared for a specific purpose. If there is one word 
that could sump up this purpose that word is understanding. Why is it so 
important that annual reports be understandable? What can the average 
shareholder be expected to understand ? After all, are not these matters beyond 
the comprehension of all but a few' professional analysts. But why reporting 
be geared to the few experts. Management has a duty to provide pertinent 
information to all interested people—shareholders and other users. 

Accounting is primarily a science of measurement the usefulness of which 
depends on relevance to user needs. It is also a tool of analysis and has commu¬ 
nication as an objective. Communication occurs in financial reporting only 
if the meanings intended by the management are assigned to the financial state¬ 
ment messages by the users of these statements. Proper meaning assignment 
necessitates that the management encodes and transmits the selected messages 
such that the users are capable of assigning the intended meanings. There 
exists a relationship between accounting and communication theory. But the 
management has tended to ignore communication theory and its relevance to 
accounting and financial reporting. The theory of the effective communication 
in the newspaper medium is to gear the material to the lowest common deno¬ 
minator among the paper’s readership. The same principle is applicable in the 
preparation of annual reports. 

The primary objective of the annual report as a financial document is to 
inform the investor what management has done as the steward of his invest¬ 
ment. The annual report is management’s document and to achieve this aim, 
management should have the right and the responsibility to determine the most 
meaningful way to present the facts on its performance, in the light of the 
company’s operating style and business philosophy. 

Recognising the fact that the average shareholder is not familiar with 
accounting, it is difficult to see how merely adhering to established accounting 
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practice or imposing new and increasingl yre^ict:** c . readability gap 

make for better understanding on the pMt ofjfce bymn- in a manner 
exists and only management, given freedom to interpret its actions 
that the shareholder can grasp, has the ability to fill in the • 

While the annual report is primarily meant-for ' * •* AjJJfself a s to the 
whom this document is often the chief means of as g h crcditor ^ the 

propriety of his investment, the other users such as i tl ad \ readcrs hip. 

SoIiVwriteTIrtfcte for a* medical journal on a new technique inhMdhng 
compound fracture for the guidance of the profession and at the same time 
making it useful to a first aid student. . 

A brief summary of the financial and operating statistics at the beginning 
of the report can help the layman grasp the significance of compa y p 
bility financial position and growth potential. 

FINANCIAL & OPERATING STATISTICS FOR 5 YEARS IN SUMMARY FORM 



1974 

1975 

1976 

1977 

1978 


Rs~ 

Rs. 

~Rs. 

Rs. " 

Rs 

Capital employed 






represented by : 






(i) Fixed Assets 

— 

— 




(ii) Net current Assets 

— 

— 

""" 



.'Current Assets—Current Liabilities) 




_ 


Total—Rs. 







— 

— 

— 

-— 


Sales 

— 

— 

— 

— 


Net Profit 

— 

— 

— 

** 


Percentage of Net Profit to Sales 

— 

— 

— 

“* 


Assets Turnover 

— 

— 

— 



Return on Investment 

— 

— 

—— 


— 

Dividends 

— 

— 

— 

— — 

"““ 

Profit retained in the business 

— 

— 

— 


“““ 

Earnings per Equity Share 

— 

— 

* 

— 



Inadequate attention has been given by management in adopting repor¬ 
ting techniques to serve the decision needs of investors, creditors, bankers, 
analysts and researchers. 

The following measures have been suggested to fill in the gap. 


Designing Profit and Loss Account in Contribution Margin Form 

Information pertaining to cost-volume-profit-relationships are not only 
helpful for management in making rational economic decisions, but they are 
equally useful to outside users. The predominant feature of this form of income 
reporting is the relationship between variable costs and sales. The complement 
of this relationshsp i.e., the variable margin ratio can be adjusted for expected 
changes in selling prices and costs and then applied to expected sales for the 
coming year to ascertain the revenue margin available for fixed costs and profit. 
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Profit and Loss Account in Contribution Margin Form. 

Sales Rs. 10,00,000 

Less Variable Costs : 

Manufacturing, selling and distribution Rs. 6,00,000 


Contribution Margin Rs. 4,00,000 

Less : 

Fixed costs requiring current dis bursement 
of funds (Rent, Adm. expenses, research 
and development etc.) 1 ,00,000 

Income Tax 1,10.000 2,10,000 


Funds from Operations Rs. 1,90,000 

Less : 

Fixed costs not requiring disbursement 

of funds (Depreciation etc.) 1,00,000 


Profit 

Add : Gain on sales of fixed assets 
Non-operating gains 


Rs. 90,000 
25,000 

5,000 30,000 


Net Profit 


Rs. 120,000 


Since fixed costs are divided into two categories : 

1. Cash expenses 

2. Non-cash expenses. 

This distinction will provide the management with another important 
measurement “Funds flow generated from operations.” 

This type of Profit and Loss Account would be more useful than the 
traditional one. 


Segmented Disclousre in Annual Reports 


As a result of diversification many companies have major product lines 
and markets which differ with respect to profitability, growth potential and 
risk. These segments are likely to be affected differently by change in general 
economic conditions and also by conditions peculiar to an individual industry 
or area. Consequently a Profit and Loss Account that consolidates operating 
results of segments v/ith diverse characteristics in an undisclosed mix does not 
provide a reliable basis for forecasting future income. 

For segmented financial information to be of real value to present and 
potential investors and other users, the following information should be disclos¬ 
ed for each segment (i.e. Line of Product) :— 

Rs. 


Sales 

Less variable Costs : 
Process Material 
Process Labour 
Variable Overheads 


Contribution : 

Precentage of sales 
Less Fixed Costs 


Profit 


MULTIPLE MEASUREMENT BALANCE SHEE T (RUPEES IN THOUSANDS) 

Historical acquisi- Current value ~ " !- 

tioncost Historical acquisi- Current value 

_ tion cost 
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The Multiple Measurement Balance Sheet 

A more systematic and rational method of depicting the financial position 
is the compilation of multiple measurement balance sheet in which all items are 
state in the balance sheet in parallel columns both at historical cost and at current 
values. This types of balance sheet will bring realism by converting long-lived 
asssets to their current economic value. Thus the economic value of all the 
assets used for productive purposes becomes articulate. The other significant 
advantage is that it brings down to reasonable level the return on investment. 

Profit Rs. 12,566 

R01 - rS§Si xl00 “ 12% 

*- OA ljgiT xl00 = 6 - 8% 

On the historical cost basis of assets the return on investment is 12% but 
this return comes down to 6 8% when the assets are based on current economic 
value. A company can better dischage its social responsibility, particularly in an 
inflationary economy, to satisfy the labour who demand higher wages if return 
on investment is calculated on assets valued at current economic value. If 
theas sets are so valued there can be no misconceptions as to the size of the profit 
earned and if claims for higher wages arc put forward then they can be dealt 
with on realistic grounds. Showing the current values of assets in the published 
accounts helps to establish a realistic price for a company’s equity shares. 


Bonus Issues 


Bonus shares rank next in frequency distribution to cash dividends and 
are the only kind of dividend that neither distributes assets nor gives rise to a 
liability. In economic sense payment of cash dividends and issue of bonus 
shares are similar. But from accounting point of view there is a significant 
difference. 

Issue of bonus shares is simply the payment of additional shares to the 
existing shareholders. It represents the addition to the paid up capital of the 
company, but a shareholder’s proportional ownership remains unchanged. 

Suppose the Progressive Co. Ltd., has the following capital structure before 
issuing bonus shares. 


5.00,000 Equity shares of Rs. 10/-each 

Capital Reserve 

Surplus (Retained earnings) 


50,00,000 

25,00,000 

1,75,00.000 


Net worth Rs. 2,50,00,000 


The Company now issues one bonus share for every equity share held 
by the shareholders at the market value, which is Rs. 20,- a share, 
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Rs. 20/- a share. The balance sheet of the company 
shares would depict the following position: 

10,00,000 Equity shares of Rs. 10/- each 

Capital Reserve 

Surplus (Retained earnings) 

Net Worth 


after the issue of bonus 
Rs. 

1 , 00 , 00,000 
75 00.000 
75 , 00,000 

Rs. 2,50,00,000 


The Journal entries would be 


Surplus . Dr- 1.00.00.UUU , 00 .oo.OOO 

To Bonus A/c 
Being transfer from retained 
earnings for issue of bonus 
shares (5,00,000 shares X Rs. 20/- 

.■> 

To Equity share Capital (share 
of Rs. 10/- each) 

To Capital Reserve , 

(Being bonus shares issued and surplus tranferred to Capital Reserve) 

The net worth of the company remains the same. 

Value to Investor : If the company declares no cash dividend what does 
the shareholder receive with a bonus issue. In theory he rcccives noting, but 
an additional share certificate. H.s proportionate ownershipofthe companv 
ramains unchanged. Under this situation the market pnee of the share will lalh 
If other things remain the same, the market value of his holdings w 11 continue 
at the old level. For example if X held 1000 equity shares previously when the 
market value of a share was Rs. 10/-. the total value of his holdings would be 
Rs. 20,000/-. After the declaration of bonus shares, other things remaining the 

same, the price of shares should come down by Rs. 2C>( 1 — 2 qq ) or 

Rs. 10/-. The total value of his holdings then would be 2,000 X Rs. 10/-or 
Rs. 20,000/-. The bonus shares can be profitable to the investor, if the company 
maintains the same cash dividend after the issue of bonus shares as before. For 
example, X owns 100 equity shares of a company paying a dividend ot Ke. 1/- 
per share. It declares one bonus share for every two shares held by the share¬ 
holders and annouces the continuance of cash dividend of Re. 1/- a share. X 
would have 150 shares (100+50) and the total cash dividend would be Rs. 150/- 
(150X Re. 1) rather than Rs. 100 as before. In this case, the bonus shares have 
increased his cash dividend. 

Issue of bonus shares is associated with the growth of the companies. 
The dividend may convey to the shareholders that the management expects 
earnings to continue to grow and to more than offset the dilution in earnings 
per share arising from the increase in the total number of shares. The underly¬ 
ing effect on value is growth and not the bonus shares themselves. 


Rs. 

1,00,00,000 


50,00,000 

50,00,000 


Advantage to the Company 


Issue of bonus shares is a convenient device to conserve the cash resources 
of a company. Instead of increasing the cash dividend as earnings rise, a 
company may desire to retain a greater portion of its earnings and make a bonus 
issue. This will result in lowering the dividend payout ratio, for as earnings 
rise and dividend remains the same, the payout ratio will decline. 
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The decision to issue bonus shares has been based upon the availability of 
profitable investment opportunities. The percentage of cash dividend payout 
was reduced in order to finance a portion of these opportunities with retained 

earnings. However certain companies may use the issue of bonus shares as a 
means of replacing the cash dividend because of financial difficulty. In such a 
situation the bonus shares should not convey the prospects of favourable 
earnings, but financial deterioration, and it should be so considered. There 
are instances in which the paid up capital of the company is low compared to 
the capital employed. In such case the shareholders may not derive the full 
benefit of the company’s expansion and the accumulated reserves. The imbalance 
between the paid up capital and total capital employed could be corrected by 
capitalizing a part of the reserves and issuing bonus shares. This will have 
the advantage of bringing the paid up capital into closer relationship with the 
current profit earning capacity, and where there is no doubt that this will be 
continued there is no danger of over capitalisation. This step also curbs specula¬ 
tion in the shares of the company and would lead to the stabilization in the 
market value of shares. 

Sources of Bonus Issues 

In fact issue of bonus shares is nothing but a gift to the shareholders out 
of the retained profits accumulated over the years. 

(1) The capital redemption reserve fund arising from the redemption of 
redeemable preference shares can be applied in paying bonus shares S 80 (5). 

(2) (Sec. 78) Bonus shares are also issued out of the share premium 
account, which represents money collected from shareholders whenever the 
company raises additional capital. In other words the issue of bonus shares 
out of the share premium amounts to a return of the money to the shareholders 
in the form of additional shares. 

(3) There are other reserves created out of revaluation of assets, develop¬ 
ment rebate reserve etc., available for the issue of bonus shares after complying 
with the requisite legal formalities. 

Provision in the Companies Act, 1956 regarding the issue of Bonus 
shares. 

A company instead of paying dividends may capitalise its profits if the 
articles of association so permit. Sub-section (3) of S 205 which provides for 
payment of dividends in cash does not prohibit this course being adopted by a 
company. The company in such a case declares a bonus out of its undistributed 
profits and issues at the same time a corresponding number of new shares and 
then it applies the bonus which belongs to the shareholders in full payment of 
the amount due on those shares. The company is thus enabled to increase its 
capital and the shareholders, on the other hand, get their dividends in the form 
of fully paid up the shares, which are technically called bonus shares. 

Guide Lines for the issue of Bonus sharees under the Capital Issues Control 
Act, 1947. 

(1) A company cannot make more than two bonus issues within a period 
of five years; there should be an interval of atleast 40 months between two 
issues. 

(2) The application for a second issue can be made only after the shares 
offered earlier are listed on the stock-exchange or after the despatch of 
certificates is completed. 

(3) No bonus issues can be made unless the partly paid shares are made 
fully paid up. 
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(4) It is stipulated that 30% of the average profit of company before 
tax for the previous three years should yield a rate of d.v.dend of 9 /„ on 
expanded capital base of the concerned company. 

(5) The Articles of Association of the company allow the issue of bonu 

(6) On the recommendation of the board of dn-ectors a resolution of the 

shareholders of the company is passed in the general meeting app g 

issue of bonus shares. . 

(7) The Controller of Capital Issues has consented to the issue of bonus 

shares. ^ Qf al | otment , together with a copy of the teso'utionofthc 

shareholders authorizing the issue of bonus shares, must be filed *>th the Registrar 
of Companies with in 30 days of allotment, and the necessary entr.es be made 
in the register of members and financial books of the company. 

It is desirable the issue of bonus shares should be governed by certain 
norms, so as to prevent companies from issuing bonus shares indiscriminately, 
which may lead to over capitalization. 


Right Issues (Pre-emptive Right of Shareholders) 

Section 81 of the Companies Act provides : “Where at any time after the 
expiry of two years from the formation of the company or at any time after the 
expiry of one year from the allotment of shares in that company made for the 
first time after its formation, which ever is earlier, if it is proposed to increase 
subscribed capital of the company by allotment of further shares then— 

(a) Such further shares shall be offered to the persons who, at the date 
of the offer, are holders of the equity shares of the company, in proportion, as 
nearly as circumstances permit to the capital paid up, on those shares at that 
date. 

(b) The offer shall be made by notice specifying the number of shares 
offered and limiting a time not being less than 15 days from the date of the 
offer, within which the offer, if not accepted, will be deemed to have been 
declined. 

(c) Unless the Articles of the company otherwise provide, the offer shall 
be deemed to include a right exercisable by the person concerned to renounce 
the shares offered to him or any of them in favour of any other person; and the 
notice referred to in clause (b) shall contain a statement of this right. 

(d) After the expiry of the time specified in the notice afore-said, or on 
receipt of earlier intimation from the person to whom such notice is given that 
he declines to accept the shares offered, the board of directors may dispose of 
them in such manner as they think most beneficial to the company. 

In the case of private companies, the existing equity shareholders have no 
pre-emptive right. But the articles of the private company concerned may con¬ 
fer on the shareholders such a right. 

Nothing in Section 81 shall apply— 

(a) to a private company; or 

(b) to the increase of the subscribed capital of a public company caused 
by the exercise of an option attached to debentures issued or loans raised by 
the company— 

(i) to convert such debentures or loans into shares in the company, or 

(ii) to subscribe for shares in the company : 
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Provided that the terms of issue of such debentures or the terms of such 
loans include a term providing for such option and such term— 

(a) either has been approved by the Central Government before the issue of 
debenture or the raising of loans, or is in conformity with the rules if any. made 
by that Government in this behalf; and 

(b) in case of debentures or loans other than debentures issued to, or loans 
obtained from, the Government or any institution specified by the Central 
Government in this behalf, has also been approved by a special resolution passed 
by the company in general meeting before the issue of the debentures or the 
raising of the loans. 

s.s. (4) Notwithstanding anything contained in the foregoing provisions 
of this Section, where any debentures have been issued to, or loan have been 
obtained from the Government by a company, whether such debentures have 
been issued or loans have been obtained before or after the commencement of 
the Companies ( Amendment) Act, 1963, the Central Government may, if j n 
its opinion it is necessary in the public interest so to do, by order, direct that 
such debentures or loans or any part thereof shall be converted into shares in 
the company on such terms and conditions as appear to that Government to be 
reasonable in the circumstances of the case, even if the terms of issue of such 
debentures or the terms of such loans do not include a term providing for an 
option for such conversion. 

(5) In determining the terms and conditions of such conversion, the Central 
Government shall have due regard to the following circumstances: 

(i) the financial position of the company, 

(ii) the terms of issue of the debentures or terms of the loans, 

(iii) the rate of interest payable on the debentures or the loans, 

(iv) the capital of the company, 

(v) its loan liabilities, 

(vi) its reserves, 

(vii) its profits during the preceding five years, and 

(viii) the current market price of the share of the company. 

(6) A copy of every order proposed to be issued by the Central Govern¬ 
ment under sub-section (4) shall be laid in draft before each House of Parlia¬ 
ment while it is in session for a total period of 30 days which may be 
comprised in one session or in two or more successive sessions. 

(7) If the terms and conditions of such conversion are not acceptable to 
the company, the company may, within 30 days from the date of communication 
to it of such order or within such further time as may be granted by the court, 
prefer an appeal to the court in regard to such terms and conditions and the 
decision of the court on such appeal and subject only to such decision, the 
order of the Government under sub-section (4) shall be final and conclusive. 
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PROBLEMS WITH SOLUTIONS 


(a) If Progressive Co. Ltd’s Current Ratio £^ s 4i 3 Jo 0 o)-, A Shat T 'are*total 

is 3 to 1, Merchandise Inventory ,s KS - • 5U ' WU ' ’ 
curcnt liabilitcs ? 

(b) ™ 22 
current assets ? 

«jsssaSBBSffi 

is Current Ratio ? 

(d) if X Co Ltd’s Acid Test Ratio is2{tol, Merchandise Inventory is 
W Rs 60 000/-, Current Ratio is 4 to 1, what are total current liabilities ? 

(e) If V Co. Ltd., has for a certain year net sales which are 3i times the 
' J equity capital invested in the company. The operating ratio 96 

What is the rate of return on equity capital invested ? 


Solution 

(a) Current Ratio 
Acid Test Ratio 


4.5 : 1 - - 
3.0 : 1 


Inventory 


1.5 : 1 


Rs. 30,000 : Rs. 20.000 
Total current liabilities Rs. 20.000 

3: 1 

Rs, 1,50,000 : Rs. 50,000 
Inventory 25,000 


Q) Acid Test Ratio 


Total Current Assets Rs. 1,75,000 


(c) Acid Test Ratio 
Add Inventory 
Current Ratio 


2 : 1 


Rs. 1,20,000 : Rs. 60,000 
30,000 

Rs. 1,50,000 : Rs. 60,000 


2.5 : 1 
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(d) Current Ratio 


4.0 : 1 

Acid Test 


2.5 : 1 

inventory 


1.5 : 1 


Rs. 

60,000 : Rs. 40,000 

Total Current liabilities 


Rs. 40,000 

(e) Suppose Sales are 

Rs. 

100 

Operating cost 


96 

Operating profit 


4 i. e. 4 C 

R.O.I=% of Operating 

Profit to Sales X Asset Turnover 

— 4 X 3.5 



= 14.0% 




Problem 2. 


From the following particulars prepare a statement showing the 
fund as at 31st December, 1977 : 


proprietor’s 


(1) Current Ratio 2.5 : 1 

(2) Acid Test 1.5 : i 

(3) Fixed Assets to Proprietary 

Fund .75 . ] 

(4) Working capital Rs. 60,000 

(5) Reserves and surplus Rs. 40,000 

( 6 ) Bank Overdraft Rs. 10,000 


Solution 


Current assets and current liabilities : 

A 


Suppose current assets 
and current liabilities 
Current Ratio 
A 

A—B (working capital) 
or 2.5 B—B 
1.5 B 
or B 

A 

Acid Test/Liquidity Ratio 

Current Assets 
Liquid Assets 


= B 

2.5=1 
= 2.5 B 
= Rs. 60,000 
= Rs. 60,000 
= Rs. 60,000 
= Rs. 40,000 
= (Rs. 40,000+ 60,000) 
= Rs. 1,00,000 


1.5 : 1 

Rs. 60,000 : Rs. 40,000 
Rs. 

1,00,000 
60,000 


Stock 


40,000 
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Fixed assets =75% of Proprietary Fund 

Working Capital =25%._ , . . 

When Working Capital is 25% Proprietary Fund is 100 /» 
..Rs. 60000 „ „ will be 

l^xRs. 60,000 


= Rs. 2,40,000 
_ . Rs. 2.40,000 X3 

Fixed Assets .75 of Proprietary Fund =- 4 


= Rs. 1,80.000 

Statement of Proprieotr’s Fund : 

Fixed Assets 

Current Assets : Rs. 

Liquid Assets 60,000 

Stock 40,000 Rs. 1,00,000 

Less current liabilities: 

Bank Overdraft Rs. 10,000 
Trade Creditors 


Working Capital 

Proprietor’s Fund 

Represented by : 
Capital 

Reserve and Surplus 


30,000 40,000 


2,00,000 

40,000 


Rs. 

1,80,000 


60,000 

2,40,000 


Problem 3. 

The following figures relate to the trading activities of a concern for the 
year ended 31st March, 1978 

Sales Rs. 10,00,000; Purchases Rs, 7,00,000; Opening Stock Rs. 1,10,000; 
Closing Stock Rs. 1,40,000; Sales Return Rs. 40.000: Selling and Distribution 
Expenses: (a) Salaries Rs, 18,000, (b) Advertising Rs. 7,000, (c) Travelling 
Rs. 5,000; Administrative expenses: (a) Salaries Rs. 30,000, (b) Rent Rs. 6,000, 
(c) Stationery, Postage, etc. Rs. 2,000; Depreciation Rs. 10,000; Other Charges 
Rs. 20,000; Provision for taxation Rs. 70,000. 

Non-Operating Income: (a) Dividend received Rs. 12,000, (b) Profit on 
Sale of Fixed Assets Rs. 6,000. 

Non-Operating expenses: Loss on sale of shares Rs. 3,000. 

You are required to : 

(1) Re-arrange the figures in a form suitable for analysis, etc. 

(2) Show separately the following : 

(a) Gross Profit to sales; (b) Operating Profit to Sales; (c) Inventory 
Turnover. 

State reasons for increase or decrease in Gross Profit Ratio. 
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Solution 

TRADING a/c 



Rs. 


Rs. 



Sales 

10,00,000 

Opening Stock 

1,10,000 




Less Returns 

40,000 

Purchases 

7,00,000 



Gross Profit 

2,90,000 

Closing Stock 



11,00,000 




Rs. 

9,60,000 

1.40,000 

11 , 00,000 




Administrative Expenses: 
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(2) Ratios : Gross profit to sales 
Operating profit to sales 

Inventory Turnover 

Opening stock 
Purchases 

Less closing stock 
Cost of goods sold 


= Rs-290,000 

9,60,000 v/o 

= .IU. 122,000 

9,60,000 " IZ//o 

_ Cost of Goods Sold _ 

Average stock of Inventory ~ 

1,10,000 

7,00,000 

8 , 10,000 

1,40,000 


Rs. 670,000 


Average Inventory 


Inventory Turnover 


Rs. 1,10,000+Rs. 1,40,000 
~2 

125,000 

Rs.6,v0,000 

1,25,000 ~ 5,36 Tlmes 


Reasons for increase or decrease in Gross Profit Ratio : 

(1) Variation in the item sales due to changes in commodity volume, 

(2) . Variation in the item sales due to changes in selling prices. 

(3) Variation in the item cost of goods sold due to changes in 
commodity volume. 

(4) Variatons in the item cost of goods sold due to changes in cost. 


Problem 4 


The following data represents the ratios pertaining to 
ending 31st March, 1978. 

X Co. Ltd., for the 

Annual Sales 

Rs. 40,00,000 

Sales to Net worth 

4 Times 

Current Liabilities to Net worth 

50% 

Total Debts to Net worth 

80% 

Current Ratio 

2.2 Times 

Sales to Inventory 

8 Times 

Average collection period 

40 Days 

Fixed Assets to Net worth 

70% 
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From the above particulars prepare the Balance Sheet of X Co. Ltd., 

on 31st March 1978. Assume that all sales are made on credit. 


Solution 


Balance Sheet of X Co. Ltd. as on 31st March 1978 

Rs. Rs- 


Net worth 

10,00,000 

Fixed assets 

7,00,000 

25% of sales 


70% of Net worth; 

Long Term Liabilities 

3,00,000 

Current assets : 

Inventory 5,(500,000) 

Current Liabilities 


Receivables 

4,44,440 

50% of Net worth 

5,00,000 

Cash 

1,55,560 


Rs. 18,00,000 

Rs. 

18,00,000 


Total Debts to Net worth 

80% Rs. 8,00,000 

Less Current Liabilities 5,00,000 


Long Term Liabilities 3,00,000 

Current Ratio 2.2 Times I.e. Rs. 11,00,000 : 5,00,000 
Inventory: 

Ratio of sales to Inventory 8 Times 
I.e. Inventory is Rs. 500,000 

Total current Assets Rs. 11,00,000 

Less Inventory 500,000 


Liquid Assets 


600,000 


Average collection period is 40 days. 


Average daily sales 


Rs. 40,00,000 
360 


Rs. 11,111 


Receivables=Rs. 11,111 X 40 days=Rs. 4,44,440 
Liquid Assets— Receivables=Cash=Rs. 1,55,560 
Rs. 6,00,000-Rs. 4,44,440 


Problem 5 


Using the following information complete the balance sheet below : 
Long-term debt to Net worth .5 : 1 
Asset Turnover 2.5 times 

Average collection period 18 days 


as 
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Inventory Turnover 9 times 

Gross Profit Margin 10% 

Quick Ratio 1 : 1 

Balance Sheet 


Equity Share 
Capital 
Retained 
Earning 

Long Term Debt 
Payables 


Rs. 

Plant and Equipment 
10,00,000 Inventory 
Receivables 
10,00,000 Cash 

10,00,000 


Rs. 40,00,000 


Rs. 


Solution 


Long term debt to Net worth .5 : I 

Net worth = (Equity share capital + Retained Earnings) 

- (Rs. 10,00,000+10,00,000) 

= Rs. 20,00,000 
Long term debt = Rs. 10,00,000 
Total assets = Total liabilities+capital 
Total assets = Rs. 40,00,000 
Assets for 

Calculating Tumover=AU Fixed tangible Assets+Working Capital 
(Current assets-Current Liabilities). 
i.e. Rs. 40,00,000-Rs. 10,00,000 
= Rs. 30,00,000 

Sales Rs. 30,00,000 X 2.5 = Rs. 75,00,000 

Receivables= Average daily credit sales X Average collection period. 


_ 75,00,000 

” Rs * 360 


X 18 


= Rs. 3,75,000 


Sales 75,00,000 

Less Gross Profit Margin 10% 7,50,000 


Cost of Sales 


67,50,000 


Cost of Sales divided by 9 

Inventory : 

Quick Ratio 


67,50,000 
tm 9 
Rs. 7,50,000 
1 : 1 


i.e. Rs. 10,00,000 : Rs. 10,00,000 
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Liquid Assets Rs. 

10,00,000 



Less Receivables 

3,75,000 



Cash Rs. 

6,25,000 



Total Assets —Current Assets=Fixed assets 


Rs. 40,00.000-Rs. 

17,50,000= Rs. 22,50,000 



Balance Sheet 


Rs. 



Rs. 

Equity Share Capital 

10,00,000 

Plant and 

22,50,000 

Retained Earnings 

10,00,000 

Equipment 


Net worth 

20,00,000 

Inventory 

7,50,000 



Receivables 

3,75,000 

Long Term Debt 

10,00,000 

Cash 

6,25,000 

Payables 

10,00,000 



Total Rs 40,00,000 


Rs. 40,00,000 


Problem 6. 

Following are the ratios relating to the trading activities of Punjab 
Traders Ltd. 

Receivables Turnover 3 months 

Inventory Turnover 8 months 

Payables Turnover 2 months 

Gross Profit to sales 25% 

Gross Profit for the year ending 31st December 1977 amounted to 
Rs. 400,000. Closing inventory of the year is Rs. 10,000 above the opening 
inventory. Bills Receivable amount to Rs. 25,000/- and Bills Payable to 
Rs. 10,000/- 

Calculate : 

(a) Sales 

(b) Sundry Debtors 

(c) Closing Inventory 

( d ) Sundry Creditors 


Solution 

(o) Sales 

Gross Profit Ratio 25% 

Gross Profit =Ks. 4,00,000 

100 


Sales are 


= Rs. 4,00,000 X 
=Rs. 16,00,000 


25 
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W Sa,es =Rs. 16,00,000 

Average Daily Sales= —— , 00 , ^9. = p 

360 

Receivables Tumover=(3x30)=90 Days 
Receivables = Rs . 4 444 x 90 

= 3,99,960 

Less Bills Receivable 25,000 

Trade Debtors 3.74,960 


4444 


(c) Sales = Rs. 16,00,000 

Inventory Tumover =(8 months) is 1 -y- Times a Year 

Closing Inventory = Rs. 16,00,000 x -|- 

. 32.00,000 
3 

= Rs. 10,66,667 


(d> TRADING a/c 


Opening Inventory 

Rs. 

10.66,667 

Sales 

Rs. 

16.00.000 

10.66.667 

Less (as per question) 

10,000 

Closing Inventory 

Purchases 

Gross Profit 

10.56.667 

12.10.000 

4.00,000 

Rs. 26.66.667 


Rs. 26,66,66 


Purchases 

Average Daily Purchases 

Payables Turnover 
Payables 

Less Bills Payable 
Sundry creditors 


Rs. 

12 , 10,000 

12 , 10,000 

360 

= 3,361 

=(2 X 30)i.e.60 Days 
= 3,361 X 60 
= 2,01,660 
10,000 

Rs. 1,91,660 


Problem 7 

w C« llowing is thc Ba,ancc Sheet Of X Co. Ltd., for the year ending 31st 

March, 1978. 
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BALANCE SHEET 


Equity Capital: 

Rs. 

Fixed Assets 

Rs. 

400,000 

100,000 Equity shares of 

Rs. JO/- each 

10 . 00.000 

Inventory 

3,00.000 

Profit & Loss a/c 

60.000 

Trade Debtors 

1,50.000 

Trade Creditors 

1,40,000 

Cash & Bank Balances 

3,50,000 

Rs. 

12,00.000 

Rs. 

12,00.000 


The manager estimates the purchases and sales for the year ended 31st 


March, 1979 as under : 

Upto March 

28.2.74 1979 

Rs. Rs. 

Purchases 14,10,000 1,10.000 

Sales 19,20,000 2,00,000 


It was decided to invest Rs. 1,00,000 in purchases of fixed assets which are 
to be depreciated at 10% on cost. The time lag for payment to Trade 
Creditors for purchases and receipts for sales is on month. The company 
earns a gross profit of 30% on sales. The expenses against gross profit amount 
of 10% of sales. The amount of depreciation is not included in these expenses. 

Prepare a Projected Trading and Profit and Loss a/c for the year ending 
31st March 1979 and a Balance Sheet on the that date. Assume that all 
creditors are trade creditors for purchases and all debtors are trade debtors 
for sales. There are no other items of current assets and liabilities apart from 
inventory and cash and bank balances. 

Solution 


CASH AND BANK a/c 


Balance b/d 
Receipts from 
Debtors : 

Rs. 

1,50,000 

Rs. 

3,50.000 

Sundry Creditors: 

Payment made 

Add Payments 

Rs. 

1,40.000 

Rs 

Received 
Receipts upto 


made upto 28-2-79 

Fixed Assets 

14,10.000 

15,50.000 

1 , 00.000 

28-2-79 

19,20,000 

20,70,000 

Expenses 10% of sales 

Balance 

2.12,000 

5,58.000 


Rs. 

24.20,000 


Rs. 

24,20.000 


PROJECTED TRADING AND PROFIT AND LOSS a/c 


Inventory b/d 

Purchases: 

Rs. 

14,10.000 

1,10,000 

Rs. 

3,00,000 

15,20,000 

Sales: 

Rs. 

19,20.000 

2,00,000 

Rs. 

21,20.000 

Oro6S Profit 

30% on sales c/d 

6,36,000 

Closing Inventory 
(Balancing figure) 

3,36,000 


24,56.000 


24,56 000 
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Expenses 10% of sales 
Depreciation @ 10% 
of Fixed Assets: 

Rs. 4,00.000 
Add Rs. 1,00,000 

Rs. 5,00,000 

Net Profit 

Rs. 

2,21,00 

50,000 

3,74,000 

Gross Profit b/d 

Rs. 

6,36,000 

Rs. 

6,36,000 

Rs. 

6.36,000 

PROJECTED BALANCE OF X CO. LTD. AS 

ON 31ST MARCH. 1979 


Share capital: 

100,000 Equity shares 
of Rs. 10/- each 

Rs. 

P&LaJc as 

on 1-1-79 60,000 

Net Profit for 

Rs. 

10,00,000 

Rs. 

Fixed Assets 4.00.000 

Additions 1,00,000 

5,00,000 

Less Deprecia¬ 
tion @ 10% 50,000 

Rs. 

4,50,000 

the year 3,74.000 


Inventory 

3,36,000 

4,34.000 

Sundry Debtors 

2,00,000 

Sundry Creditors 

1,10,000 

Cash & Bank Balances 

5,58,000 

Rs. 

15,44,000 

Rs. 

15,44,000 


Sundry Debtors are calculated as follows 

Sundry Debtors in the beginning 

Sales to be made during the year 

Rs. 

1,50,000 

21 ,20,000 


22,70,000 

Less cash to be received from debtors 

20,70,000 


Sundry Debtors Rs. 2,00,000 

Sundry Creditors : 

Sundry creditors in the beginning 
Purchases to be made during the year 

Rs. 

1,40,000 

15,20,000 


16,60,000 

Less payments to be made to creditors 

15,50,000 


Sundry Creditors Rs. 1,10,000 


Paoblem 8 

The Capital of Star Co. Ltd., is as follows : 

Rs. 

80,000 Equity shares of Rs. 10/- each 8,00,000 

9% 30,000 Preference shares of Us. 10/- each 3,00,000 


11,00,000 
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The following information has been obtained 
company : 


from the book of the 
Rs. 


Profit after tax at 60% 

Depreciation 
Equity dividend paid 
Market Price of Equity share 
You are required to calculate : 

(a) Dividend yield on Equity share. 

( b ) Cover for the Preference dividend. 

(c) Earnings per share. 

(d) The Price-earnings Ratio. 

(e) Net cash-flow. 


2,70,000 
60,000 
20 % 
Rs. 40/- 


Solution 


10 


(a) Dividend Yield on Equity share=Rs. -^-X20=5% 


(b) 

(c) 


(d) 


(e) 


Cover for the Preference Dividend = Rs. 


2,70.000 


= Rs. 
= Rs. 


Rs. 3.03. 


27,000 

Earnings per share 

Profit after tax —D iv idend on preference s hares 
— s * No. of Equity shares 

2,70,000-27,000 
80,000 
2,43,000 
80,000 

Price-earnings Ratio 

_ Equity share capital _ 

— Profit after tax —Dividend on preference shares 
Market Price of Equity share 
X Nominal value of Equity share 
or 

Market Price Per share 
— Earnings per share 
40 

= RS - TM = 1317:1 

Net Cash Flow 


10 times 


Profit after Tax 
Add Depreciation 

Less: Preference Dividend 
Equity Dividend 


Rs. 


27,000 

1,60,000 


Rs. 

2,70,000 

60,000 

3,30,000 

1,87,000 


Net Cash Flow 


Rs. 1,43,000 
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Problem 9 


State five accounting ratios that are likely to help the management of a 
manufacturing unit in forming an opinion on the efficiency of business CtIvp 
your reasons. ' c 

Answer 


The following are the five accounting 
of a manufacturing unit in forming an opinion 


ratios that help the management 
on the efficiency of the business. 


(i) Operating Ratio : 


This is an expression of the cost of goods sold plus other operatine 
expenses to net sales. Cost of goods sold is composed of cost of materials 
consumed, wages paid and manufacturing expenses incurred. Operatine 
expenses also include selling, distribution and administrative expenses. * 

The purpose of the Operating Ratio is to ascertain the efficiency of the 
management as regards the day to day operations. It is obvious that lesser the 
cost of goods sold and operating expenses, the lower this ratio, the higher the 
net profits and better the efficiency. Any adverse change in this ratio therefore 
!s a warning which enables the management to take adequate steps to restore 
efficiency, maintain its cost, stimulate its sales and continue as an efficient 
enterprise. 

O'O Stock Turnover : 


This relates to the number of times finished stock is turned over during a 
given accounting period. It is ascertained by dividing the cost of goods sold by 
the average stock. Average stock should represent the typical value of stock in 
trade carried by the enterprise throughout the year. In the case of manufactur¬ 
ing concern, the rate of turnover should be calculated separately for raw 
materials and finished goods. 

The rapidity of the turnover itself varies considerably according to the 
class of business. A low stock turnover may be the result of bad buying, the 
accumulation of obsolete stock, or the carrying of too much stock. This is a 
danger signal. When stock turnover is quick, the company can afford to sell 
on a smaller gross profit margin. 

The ratio affords a valuable indication as to the efficiency of stock control. 
A relatively slow turnover means unnecessary lock-up of capital in stock. A 
relatively rapid turnover contributes considerably to profits. But too high a 
figure probably means shortage of working capital. 

Hit) Receivables Turnover: 

This ratio is designed to measure the effectiveness of the company’s invest¬ 
ment of funds in working capital. It is the measurement of accounts receivables 
(Trade Debtors and Bills Receivables) in terms of number of days sales. This 
ratio is at the same time a measure of the relative size of the receivables, the 
collectibility of debtors and the vigour with which the credit policy of the 
company is being enforced. With a 30 days credit policy of the company, if 
trade debtors which are outstanding represent 60 days sale, the management 
might well enquire into the operation of the credit department and the enforce¬ 
ment of the company’s credit standards. The evaluation of the receivables in 
terms of number of days sales is calculated in two steps. 
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First we calculate the average c aily credit sales. The 6 ^ n . d s ^J t S t 5 
divide the average daily credit sales into year end receivables (Trade Debtors 
and Bills Receivables). 


(iv) Gross Profit Ratio 


It is the ratio of the Gross Profit earned to the Net Sales or Turn ° ve ^j. 

This ratio is of fundamental importance in the analysis of the trading results oi 
a business enterprise. In an undertaking where there is a fixed mark-up 
(e.g. the liquor trade), the Gross Profit ratio is useful in indicating losses due 
to theft, damage, bad management etc. The Gross Profit ratio is also 
important in the Retail Inventory System of Stock Control. 

It is important that a business keeps up its margin of gross profit otherwise 
it may not cover its operating expenses and thus provide no return to 
proprietors. 

Analysis of the rise or fall in this ratio is of vital importance to a business. 
A rise reflects favourably on the efficiency of the management, a fall shows a 
red light—a fall in efficiency which may be the direct result of increase in cost 
of production, decrease in sale price, misappropriation and many other trace¬ 
able and avoidable losses. 


(v) Turnover of Fixed Asscts/Plant Turnover 


Usually this ratio is calculated a pfa^^As^ts ' ' ( ^ COSt saIcS lieurc 

is not available then it is calculated on sales i.e. pj xe ^\^ets ) . 

The ratio indicates the efficiency with which fixed assets are being used. 
An increase in the ratio will mean that more goods are being produced with the 
use of the fixed assets at the disposal of the concern. A decline in the ratio 
will indicate idleness. If more fixed assets are acquired but sales do not increase, 
the ratio will decline and point out the mistake committed in acquiring new 
assets without there being need for it. Of course, the ratio for a single year 
may not be very meaningful, ratios for a number of years should be compared. 

Problem 8 


State the meaning of the expression ‘’Return on Investment,” and point 
out the advantages a business would derive from the use of this technique. 

Answer 

“Return on Investment” is an indicator of the earning power of the capital 
employed in the business. By capital employed, we mean not only the capital 
invested by the proprietor or in case of a company, the equity share capital 
invested by the equity shareholders, but also in addition to that the various 
fixed liabilities representing borrowed capital as also undistributed profit, reserve 
and surplus as reduced by the fictitious assets. Briefly, capital employed is deter¬ 
mined by either of the following two methods : 

0) Capital employed = capital invested + undistributed profit, reserves 
and surplus,—fictitious assets + fixed liabilities. 

Or = Proprietor's funds (or shareholders’ funds) + fixed liabilities. 
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(/*) Capital employed 
liabilities. 


Fixed assets + Current assets — Current 


Ac . authorities on Accounting and Finance maintain that it means Fixed 
Assets + Current Assets. It is therefore advisable to define the term precisely 
when the return on capital employed is calculated and presented. Y 

r>rnfi»T!! e ^ el » U r i ^i ltl \ csi ™? nX i * as F c r taincd b y determining the ratio of net 
profit to capital employed. Normally it is expressed in terms of percentage. 

, .J hC t ® r ? net profi i mcans net trading profit after depreciation but before 
debenture interest, preference dividend and taxation (some people take profit 
after taxation but before interest). Incomes and expenses of a purely financial 

nature arc also excluded. The formula is ^ p ^ fit x 100. But it is better 
expressed as gales ~ X Capital" X 10 °. sin «it calls attention to the two 


most important factors, viz., net margin on sales and the rate of turnover of 
capital employed. 

The rate of return calculated above indicates the ovcrll efficiency with which 

c !£!w t! s ? Ul l TOm po,nl of view of ec * uil y shareholders, the return 

would be different. From this viewpoint it should be calculated as : 

Net Profit (after debenture interest, ta . xation and preference dividend) 

Equity Share Capital x luu 

This ratio has the limited purpose of showing the maximum by wav of 
dividends that the equity shareholders may expect. 


As stated earlier this ratio exhibits the earning power of the capital 
employed in a business and that is why the use thereof is proved to be advan¬ 
tageous to the businessman in many respects including the following : 

{i) 11 throws light on the comparative statistics of the earning capacity of 
the business as compared with the likely returns on the alternative 
employment of the same capital elsewhere. 

(//) It offers a sound proposition to enable the businessman to judge the 
adequacy of the risk undertaken when compared with the return 
earned.’* 


(m) It is that barometer that changes its reading commensurate with the 
progress or decline in the earning capacity or efficiency of an 
enterprise. 

(iv) It gives ideas for analysis and decisions to bring about effective 
changes in the financial policies of business for a favourable yield. 
For instance, it would be a mistake to borrow at a rate higher than 
the rate of return. 

(v) The ratio of net profit to capital employed, presented in percentage, 
is of vital practical importance to the businessman, in so far as it 
enables the businessman to ascertain as to whether this percentage is 
more favourable or not as compared with the market rate of interest. 

(vi) It is a good tool for making capital budgeting decisions; a project 
yielding a higner rate being favoured. 

(vii) For broad divisions of big undertakings where authority must necess¬ 
arily be delegated to divisional managers, measurement of the actual 
rate of return against the standard serves as an instrument of control. 
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management and bring delayed results. 

In forming an opinion as to the prospective earning capacity 

besides the information which may be draw* Korn the ?^^^Xwtors and 
ments, it is of equal importance to know about the ability' of the Oireciors 
management, the probable demand for the company sproducts lhe s pp V 
raw materials, industrial conditions, and so on. It is of little use to Diarn 
published financial statements for a a failure to foreshadow adverse condi 
or to express these important factors. 

Problem 10 

Haryana Manufacturers Ltd., have been operating for two years. The 
company prepares its accounts on 31st March. From the following Comparative 
Balance Sheet and Profit and Loss Account, you are required to evaluate5 the 
overall efficiency of the business and its financial position. Use accounting 
ratios which may be necessary for this purpose. 
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Solution 


A step by step analysis reveals the following facts : 

There has been a decrease in profit from Rs. 70,000/- in 1973 to Rs. 50,000/- 
in 1974. Since the remuneration paid to directors is a normal expense charged 
against profit it will come down to Rs. 60,000/- and Rs. 20,000/- respectively. 
Nothing has been charged in the accounts for depreciation on fixed assets as is 
revealed by the Profit and Loss a/c. This is a matter which calls for further 
investigation. 

Since the classification and amount of fixed assets, which may be in the 

form of Land, Building, Plant and Machinery, Furniture and Fixtures etc., is 

not given, it is difficult to calculate the amount of depreciation. Suppose on a 
conservative basis the rate of depreciation is assumed at 5 / 0 , the provision lor 
depreciation on fixed assets would be : 

1973 1974 

Rs. 1,40,000 @5% Rs. 7,000 

Rs. 1,60,000 @ 5% Rs 8 ’ 000 

These adjustments will have to be made in order to arrive at the correct 
amount of net profit. 


Net Profit (given) 

Less— Rs. 

Directors Remuneration 10,000 

Provision for Depreciation 7,000 


1973 

Rs. 

70,000 


17,000 


Rs. 

30,000 

8,000 


1974 

Rs. 

50,000 


38,000 


53,000 


12,000 


The return on investment is to be calculated on all the assets (Fixed 
assets4-Current assets). This will give the most conservative result and is 
therefore adopted for this purpose. 

The interest on loan on mortagage @ 10% should be added back to 
profit, because the loan is included in the capital employed of Rs. 3,00,000/- 
and Rs. 3,40,000/-. 



Rs. 

Rs. 

Adjusted Net Profit 

53,000 

12,000 

Add Interest on Loan on 



Mortagage @ 10% 

8,000 

8,000 

Net Profit (after all adjustments) 

61,000 

20,000 


1973 

1974 

R. O. I. 

Rs. 61,000 
3,00,000 

v - 20 000 

X10 ° 3,40^000 


= 20.33% 

5.88% 


From the percentages calculated above it is apparent that there has 

sqq'oA m ,n r ^ ed faI * ,n nel P rofit - 11 has come donwn from 20.33% in 1973 to 
D.85/ 0 in 1974, a matter which calls for further investigation. The falling off 
in the volume of sales may be the reason, but in the abesence of further in- 
IS d,fficult to be positive on this fact. In order to study R. n. I. 
both the elements i.e. Percentage of Net Profit to Sales and Investment Turnover 
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y? looked into simultaneously. The low rate of profit may be due to 
♦u Sales ° r ineff J ctlve a °d inefficient use of capital employed or it may be due 
to the presence of both. 


% of Net Profit to Sales 


Asset Turnover 


R. O. I. 


1973 

R«. 61,000 
6,00,000 X 100 
= 10.166% 

Rs. 6,00,000 
" 3,00,000 X 100 
=2 Times 


1974 

Rs. 20,000 
— 5760,000 X 100 
4% 

Rs. 5, 00,000 
3,40,000 
1.47 times 


= 10.166x2=20.33% 4X 1.47=5.88% 


«^,^7£ e r e * s a shar P decline in the percentage of Net profit to sales from 
10.166% in 1973 to 4% in 1974. There is also a slight decreases in the asset 
turnover. From 2 times in 1973 it has come down to 1.47 times. The sharp 
decline in sales from Rs. 6,00,000/- in 1973 to Rs. 5,00,000/- in 1974 leading to 
a steep fall in the percentage of Net profit to sales must be thorughly examined 
by the management and efforts must be made to arrest the decline in sales. The 
asset turnover which has slightly decreased is due to an increase in assets from 
Rs. 3,00,000/- in 1973, to Rs. 3,40,000/- in 1974 and is calculated on declining 
sales. 


Liquidity Ratios : 
Current Ratio 
Quick Ratio 


1973 1974 

1.67:1 1.20:1 

1.17:1 0.60:1 


STATEMENT OF CURRENT ASSETS AND CURRENT LIABILITIES 



1973 

Rs. 

1974 

Rs. 


1973 

Rs. 

1974 

Rs. 

Trade Ccditors 

50,000 

70,000 

Inventory 

30,000 

60,000 

Bank Overdraft 

— 

20,000 

Trade Debtors 

30,000 

60,000 

Taxat on— 

Current 

10.000 

10,000 

Short term Invest¬ 
ments 

10,000 

— 

(Future provision 
will not be taken 
into account) 



Cash in hand & 
at Bank 

30,000 

— 


60,000 

1,00,000 


1,00,000 

1,20,000 


The curent ratio which was 1.67:1 in 1973 has come down to 1.20:1. The 
company provides a cover of one rupee and twenty paise for every rupee of 
current liability. The liquidity position of the company has further deteriorated 
in 1974. It has liquid resources of 60 Paise to make payment of every rupee 
of current liabilities. Thus the working capital position of the company is 
weak. The lack of cash and the creation of bank overdraft shows a definite 
deterioration in financial position. 

1973 1974 

Efficiency Ratio : 

Inventory Turnover 20 Times 8.33 Times 

Receivables Turnover 18 Days 43 Days 

(All sales are taken on credit) 
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Inventory appears to have increased out of ynpotumjo *Ttenwt 
which has considerably depleted the liquid position of the company. e 
question is to determine the nature of inventory c b “‘ ‘ he fi S ?tock is 
inventory into (1) raw materials, (2) work-.n-process, (3) finished stock 

not given- 

The question to be asked is, what class of inventory has increased. 11 
the increase has been in the raw materials, this may be due t0 ° ver & 
An increase in work-in-process indicates that there is something wrong witn 
routing of work through the factory. If inventory of finished ' s * 

moving, it may be due to inefficient sales department. These are the points 
which have to be looked into in order to determine the nature ot weakness. 


Receivables Turnover 


It is assumed that all the goods sold are on credit. The average period 
during which the trade debtors were making payment was 18 days in iy/J 
which has more than doubled in 1974. It may be a fact that some debts may 
have become uncollectible. This needs further probing by aging the trade 
debtors. 


Solvency Ratio: 

1973 1974 

Debt coverage Ratio 46.7% 53% 

Debt to Equity Ratio .88 : l 1.13: 1 


In 1973 creditors supplied 46.7% of the funds to finance all assets, needs 
which percentage further increased to 53% in 1974. The company is depending 
more on outside funds rather than equity funds. 

Debt to Equity Ratios tell us that in 1973 creditors supplied 88 Paise Tor 
every rupee supplied by shareholders and that in 1974 they supplied Rs. 1.13 
forevey rupee supplied by shareholders. Whether a given Dcbt-to-Equity 
measure, depicts a favourable or unfavourable condition depends, however, on 
the industry and the pattern of earnings. 

It is apparent that the Haryana Manufacturers Ltd., is in need of re¬ 
organisation. Attention should be paid to the volume of sales. The profit 
figure must be raised. The size of inventory must be reduced and the debt 
collection machinery must be tightened. These measures will improve thework- 
ing capital position of the company. A radical change is needed in the capital 
structure of the company, because a sizeable part of the profit is paid by way of 
interest on loan. It is desirable that the loan covered by mortgage be paid by 
issue of fresh equity capital. 


Problem 11. 


Prakash Limited has been in existence'for two years. The most important 
facts from its published accounts are given :— 
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BALANCE SHEET AT YEAR END 


First Year 
Rs 

Second year 

Rs. 

First Year 

Rs. 

Second Year 
Rs, 

Ordinary Shares of 

Rs. 100 each 1,00,000 

Reserves 10,000 

Profit & Loss a/c 14,000 

Loans on Mortgage 1,10,000 

Bank Overdraft — 

Creditors 30,000 

Provision for Taxation 34^000 
Proposed Dividend 10,000 

1,00,000 

20,000 

2,000 

80,000 

20.000 

90.000 

13,000 

15,000 

Fixed Assets less 

Depreciation 2,08,000 

Stocks 30,000 

Debtors 40,000 

Cash and 

Bank Balances 30,000 • 

IjvlffJTjT® 

refills 

3,08,000 

3,40.000 

3,08,000 

3,40,000 






PROPIT AND LOSS ACCOUNT FOR TWO YEARS 


First Year 

Second Year 


First Year 

Second Year 


Rs. 

Rs. 


Rs. 

Rs. 

Interest on Loan on 






Mortgage 

2.400 

4,800 

Balance b/d 


14,000 

Directors' 



Profit for the 


Remuneration 

10,000 

30.000 

year after running 



Provision for Taxation 

34,000 

13.000 

Cost and 



Dividends 

10,000 

15,000 

depreciation 

80,400 

60,800 

Transfer to Reserves 

10,000 

10,000 

Balance C/F 

U.000 

2,000 





80,4000 

74.800 


80,400 

74,800 








You are told that total sales amounted to Rs. 6,00,000 in the first year 
Rs. 5,00,000 in the second year. 

Examine the details from the point of view of (i) Profitability; (ii) Liquidity 
and solvency; (iii) sales; and (iv) capital structure. 


Solution 


COMPARATIVE BALANCE SHEET OF PRAKASH LIMITED 



First Year 

r 

Second Year 



Rs. 


Rs. 

Share Capi:al 


1,00,000 


* ■ 

Reserves 


10,000 



Profit & Loss Account 


14,000 


2,000 

Sharcholedr's Funds 


1.24,000 


1,22,000 

Loans on Mortgage 


1.10,000 


80,000 

Capital Employed 

Current Assets : 


2,34,000 


2,02,000 

30,000 


60,000 


Slocks 

Debtors 

40,000 


80.000 


Cash & Bank Balance 

30.000 


2,000 


c/f 


1,00,000 

1,42,000 
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Current Assets 

Less : Current Liabilities : 

Bank Over-drafts 

Creditors 

Provision for taxation 

Proposed dividend 

Working Capital 

Fixed Assets 

Net Assets 

b/f 

30.000 

34.000 

1.0000 

1,00,000 

74,000 

v*£©0 

§§'§'§ 

1,42.000 

1,38,000 


26,000 

2,08.000 

2,34.000 


4.000 

1,98,000 

2,02.000 

6.00.000 

5.00.000 

COMPARATIVE PROFIT & LOSS STATEMENT 



First year 


Second year 



Rs. 


Rs. 

Given Profit 


80.400 


60,800 

Less Expenses: 






Rs. 


Rs. 


Interest on Loans on Mortgage 

2.400 


4,800 


Directors’ Remuneration 

10.000 


30.000 


Provision for taxation 

34,000 

46.400 

13,000 

47,800 

Profit after Tax 


34,COO 


13.000 


(i) Profitability. It is generally measured by the margin on sales ( i.e. the 
ratio of operating-profit before interest and income-tax to sales) and by the rate 
of return, i.e. the ratio of operating profit to capital employed. The calculation 
arc given below 


Margin on Sales : 


First year 

11.73% 

i.e. 

70,400 

6 ,00,000 

X 100 

Second year 

6.16% 

i.e. 

30,800 

5,00,000 

x 100 

Rate of Return 





First year 

30.09% 

i.e. 

70,400 

2,34,000 

X100 

Second year 

15.25% 

i.e. 

30,800 

2 ,02,000 

x 100 


The margin on sales has declined chiefly because of the trebling of 
directors’ remuneration—from Rs. 10,000 in the first year to Rs. 30,000 in the 
second year. The rate of return is lower in the second year not only because 
margin on sales has declined but also because of the lower turnover of capital 

measued by ^ J Employed ; il has worsened ’ from 2 56 to 2 4 %- 

(ii) Liquidity & Solvency. The test of liquidity and solvency is the capacity 
of the company to discharge its immediate or quick liabilities out of its current 
assets, though some authorities consider only liquid assets for the purpose. 
However, for industrial or commercial concerns immediate liquidity is not 
important, hence the position of current assets and liabilities is relevant. 
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The Current Ratio for the two years is as follows : 


First year 


1 , 00,000 

74,000 


Second year 


1,42,000 

1,38,000 


= 1.03 


first vJi h r e w^fh m H n > aCCep,ed Sta u dard is 2 ' Therefore . even the ratio in the 
nf thV i F WaS bad ’ 11 ,s worse In the second year mainly because of repayment 
oi me loan on mortgage to the extent of Rs. 30,000 and payment of dividend. 

! e r rm , solve P c y is a ^ s ° portrayed by another ratio—the ratio of 
reholders funds to the total liabilities. In the first year the ratio is .67 i.e. 
n 1,24,000 ... 17? ono 

IM ,000 and ,n thc sccond V ear il is 56 Rs. The position 

has worsened—even the ratio in the first was bad since a ratio of less than 1 
considered poor generally. 


»s 


n "$?*'**; Thc obv,ous point to note is that sales have declined by 
Rs. 1,00,000 from Rs. 6,00,000 to Rs. 5,00,000. This is responsible among 
other causes, for the decline in profit. Performance of thc company in respect 
ot sales has been bad in thc second year compared to that of the first year. 
1 he reduced turnover of sales (to capital employed) calculated in (/) above 
confirms this. Other figures which are relevant are given below : 


First Year Second Year 

(a) Sales to Stock 20.00 8.33 

(W Sales to Debtors 15.00 6.23 

[For (a), the proper figure is cost of sales, which is not available in the 
question] 

fa) Shows over stocking—There is a steep fall, therefore in the ratio. 

(b) Shows that there is inefficiency in the collection of debts; in the second 

year debtors arc ~ of sales whereas they were in the first year. 


(iv) Capital Structure. It is measured by the formula : 

_ Loans . ..... 

Funds belonging to equity shareholders l ' e ' C e eC * UI ^ ra ,0 ' 


The ratio is : 


First year S or 089 

c , 80,000 ... 

Second year 'f ^Yo OO ° r 0,65 

The ratio has declined. It is to be welcomed as reducing the interest 
burden in view of the decline ^n sales and profit. The ratio should be seen in 
the light of the decline of the current ratio; the current ratio has worsened 
because of the repayment of part of the loan and to that extent it may not be 
beneficial. 


Other Comments 

(i) It is apparently evident that unreasonably steep rise of Rs. 20,000 in 
directors’ remuneration i.e. at as much as three times, has substantially contri- 
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buted to the downfall in profitability. One fails to appreciate this rise particular 
in the wake of a considerable fall of Rs. 1,00,000 in sales. 

(//) In total defiance of the basic principles of financing of infant com¬ 
panies, dividends of 10% and 15% on paid-up capital were proposed. There 
could be some justification of Rs. 10,000/- out of profit of Rs. 34,000 in the first 
year. However, similar justification does not exist for the second year. Despite 
a steep rise in debtors, indicative of want of actual realisation of the profit, the 
entire profit earned, though not realised, has been distributed. 


Problem 12 


The following items appear in the Accounts at 31st December, 1977 of the 


Jai Hind Co., Ltd. 

Rs. 

Cash 

48,600 

Land and Building at cosl 

8,00,000 

Deposits and Payments in Advance 

62,000 

Stock 

3,72.800 

Trade Creditors 

4,05,750 

General Reserve 

1,00.000 

Debtors 

5,23.000 

Bills Receivable 

22,600 

Plant and Machinery, at cost, less depreciation 

5.44.000 

Dcbentures-repayable 1987 (secured) 

2,50.000 

Bank Overdraft 

52.000 

Equity Shares, Re. I units 

10,00.000 

Profit and Loss Account balance 

2,17,COO 

Proposed Equity Dividend for 1977, net 

86.250 

Trade Investments 

20.000 

Provision for Taxation 

1.24.000 

Dividend Reserve 

1.40.000 

Bills Payable 

18.000 

Net sales for the year 1977 

Net profit for the year 1977 before 

21,82,400 

taxation and dividends 

3,27,830 


Note : The values of all fixed assets reflect current price-levels and adequate 
depreciation has been provided. 

You are required to arrange the above items in the form of a financial 
statement to show the following accounting ratios, which should be stated : (a) 
return on capital employed; ( b) stock : fixed assets : ( c ) current assets : current 
liabilities ; ( d) sales ; debtors, bills receivable. 


Solution 


Jai Hind Co. Ltd. 


Working Capital : 

Current assets 

Rs. 

Cash 

48.600 

Deposits & Payments in advance 

62,000 

Stock 

3,72,800 

Debtors 

5,23,000 

Bills Receivable 

c/f 

22.600 


10,29.000 
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Rs. 

Rs. 

b/f 

Less Current Liabilities : 


10,29,000 

Trade Creditors 

4,05,750 


Bills payable 

18,000 


Provision for Taxation 

1,24,000 


Bank Overdraft 

52,000 


Proposed Dividend 

86,250 

6,86,000 

Working Capital 

Fixed Assets : 


3.43,000 

Land & Building 

8,00,000 


Plant & Machinery (net) 

5.44,000 


Trade investments 

20,000 

13,64,000 

Total Funds Employed 


17.07,000 

Less : Dcbeutnres (secured) 


2,50,000 

Shareholder's Equity 


14,57,000 

Represented by : Fully paid shares of Re. 1 each 


10,00,000 

General Reserves 


1.00,000 

Dividend Reserve 


1,40,000 

Profit & Loss a/c Balance 


2.17.000 



14.57.000 

Operating Results : 



Sales During 1977 


21,82.400 

Net profit before appropriations for taxation and dividends 

n - a • - _ . 

3,27,830 


Ratios: 

(a) Return of Capital employed : 


iSS-—%• 

Strictly speaking the amount of capital employed should include 
Debentures. But debenture capital has been excluded. Adjustment in this 
respect is not possible since the rate of interest on Debentures has not been 
given. Also, many authorities calculate the rate of return on the basis of net 
profit after providing for tax. 

Again the rate of tax is not given. It is assumed to be 50%, the profit 
after tax will be Rs. 1,63,915, giving a return of 11.25%. 

(b) Stock : Fixed Assets—3,72,800 : 13,64,000 or 1 : 3.65. 

( c ) Current Assets : Current liabilities—10,29,000 : 6,86,000 or 1.50 :1 

( d) Sales : Debtors and Bill Receivable—21,82,400 : 5,45,600 or 4 : 1 

Problem 13 

The following information is obtained from the books of Sunshine Co. 
Ltd., which closes its accounts on 31st March. Rearrange it in a form suitable 
for analysis and calculate five ratios which are significant in analysing the 
financial trend of the business : 
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CONDENSED BALANCE SHEET 


Assets— 

Cash at Bank 

Trade Debtors 

Stock on Hand 

Fixed Assets (less Depreciation) 


1973 

Rs. 

15,380 

11,260 

56,160 

2,17,200 

1974 

Rs. 

26,020 

11,710 

49,460 

2,19,810 

Total Assets 



3,00,000 

3,07,000 

Liabilitilcs & Capital- 
Creditors 

Bills Payable 

Debentures 

Reserves & Appropriation Account Balance 
Paid up Capital 


20,000 

12,750 

1,00,000 

67,250 

1,00.000 

16,000 

6,500 

1,00,000 

84,500 

1,00,000 




3.00.000 

3,07,000 

Sales 



1,80,000 

1,95,000 

Note : Calculate ratios to nearest second decimal place. 


Solution 






BALANCE SHEET AS AT 31 ST MARCH 


Paid-up Capital 

Reserves and Appropriation Account Balance 


1973 

Rs. 

1,00,000 

67,250 

1974 

Rs. 

1,00.000 

84.500 

Shareholders' Funds 
Long-term liability: 
Debentures 



1,67,250 

1,00,000 

1,84,500 

1,00,000 

Total Funds Employed 



2,67,250 

2,84,500 

This is represented by 
Current Assets: 

Cash at Bank 

Trade Debtors 

Stock on Hand 

15,380 

11,260 

56,160 

82,800 

32,750 

1973 

Rs. 

26,020 

11,710 

49,460 

1974 

Rs. 

87,190 

22,500 

Less : Current Liabilities : 
Creditors 

Bills Payable 

20,000 

12,750 

16,000 

6,500 

• 

Working Capital 

Fixed Assets (Less Depreciation) 

50,050 

2,17,200 


64,690 

2,19,810 

Capital Employed 


2,67,250 


2,84,500 


254 


MANAGEMENT ACCOUNTANCY 


Ratios signficant in analysing the financial trend 

of the Business : 

(1) Current Ratio 

1973 

1974 

Current Assets 

82,80° . , 

87,190 

Current liabilities 

'32,750 ~ 253: 1 

22,500' 3,87 * 1 

(2) Fixed Assets to 



Net Worth Ratio 



_ Fixed Assets 

2,17,200 _ 

2,19,810 

Net Worth 

1,67,250 1 30 1 

. 84 500 1 19:1 

(3) Proprietary Ratio 



Proprietors’ Funds 

1,67,250 _ 

1,84,500 

Total Assets 

3,00,000 ^ ’ 1 

—, AO • t 

3.07,000 0U • 1 

(4) Sales to capital employed 


(Turnover of capital) 



Sales 

1,80,000 

1,95,000 

Capital Employed 

2,67,250 6 7 

2,84,500 

( 5 ) Turnover of Debtors 



Debtors Noofdavs 

11,260 . 

11,710 

Net Sales X in year 

1.80,000 365 

1,95,000 X365 


21.8 day 

21.9 days 

Say 22 days 

Say 22 days 


Problem 14 


TimitZi'r Rowing figures relate to the trading activities of Bharat Traders 
Limited for the year ended 30th June, 1974. 5 


Sales 
Purchases 
Opening Stock 
Closing Stock 
Sales Returns 

Selling & Distribution Expenses : 

Salaries 

Advertising 

Travelling 

Adminstrative Expenses: 

Salaries 

Rent 

Stationery, Postage etc. 

Depreciation 
Other Charges 
Provision for taxation 

Non-Operating Income : Dividend on Sharis 
Profit on sale of shares 
Non-Operating Expenses : 

Loss on sale of Assets 


Rs. 

5,20,000 

3,22.250 

76,250 

98,500 

20,000 

15,300 

4.700 
2,000 

27,000 

2.700 

2.500 
4,300 

16.500 
10,000 
9,000 
3.000 

4.000 
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You are required to— 

( 1 ) rearrange the above figures in a form suitable for analysis, and 

(2) show separately the following ratios: 

(/) Gross Profit Ratio 
(//) Operating Ratio 
(///) Stock Turnover Ratio. 

Solution 


BHARAT TRADERS LTD 
REVENUE STATEMENT 


1. Sales (Less Returns): 

Less : Cost of goods sold : 

Opening Stock 

Purchases 

Rs. 

76,250 

3.22,250 

Rs. 

5.00,000 

Less : Closing Stock 

3,98,500 

98,500 

3,00 000 

Gross Profit 


2,00.000 

Operating Expenses : 

Selling & Distribution Expenses 

Administrative Expenses 

22,000 

98,000 

1,20,000 

Operating Net Profit 

Non-Operating Income 

Less : Non-Operating Expenses 

12.000 

4,000 

80.000 

8.000 

Net Profit 


88,000 

II. (a) Gross Profit Ratio : 

G.P. 

Sales 


2,00,000 

5,00.000 

The atior is 40% or 0.40: 1 



(b) Operating Ratio 

Cost of goods sold 

Add Operating Expenses 


3,00.000 

1,20,000 

Operating Cost 


4,20,000 

Sales 


5.00,000 

The ratio is 84% or 0.84 : 1 



It shows ihat 84% of sales is represented by operating cost. 
Stock Turnover Ratio 

Opening Stock 

Closing Stock 


76,250 

98,500 


1,74,750 
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Average Stock — ^ 7S0 =87,375 
Cost of goods sold 3,00,000 

The Stock turnover is ^?2*?2?- = 3.43 

87,375 

In short, the stock is turned over 3.43 times in a year. 

Problem 15 


The following is the Balance Sheet of Hind Industries Limited as at 3Ut 
December, 1977 with the corresponding figures of the previous year:— 


Assets 

31st December 

Previous 


1977 

year 

Fixed Assets— 

Rs. 

Rs. 

Land and Buildings less depreciation 

3,70.000 

3.94,600 

29,680 

Plant and Machinery less depreciation 

50.000 

Current Assets, loans and advances— 

Stock in trade 

2,20.000 

1.52,500 

1,56,000 

18,500 

2,000 

10,000 

Sundry Debtors 

1,66,000 

Bills Receivable 

34,000 

Advance Payments to contractors 

10,000 

Cash with Bank 

20.000 

Liabilities 

Issued Share Capital— 

8,70.000 

7.63,280 

3,500 Equity Shares of Rs. 100 each 

3,50.000 

3,50,000 

Reserves and surplus— 

General Reserve 

1,74,000 

1,10,000 

Surplus in Profit and Loss Account 

80,000 

70,000 

Secured Loans from Banks 

16,000 

Current Liabilities- 


Sundry Creditors 

1,90,000 

1,87,280 

Bills Payable 

60,000 

46,000 


8,70,000 7,63,280 


You arc required to prepare a schedule showing the following. 

(a) itemwise changes in working capital. 

( b) liquid and proprietory ratios explaining in brief what you understand 
by these terms. 

Solution 

HIND INDUSTRIES LTD. 

i<m hcdU,C showing i,cmwise changes in working capital for the year ending December 
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Current Assets : 

Previous V 
Rs. 

Stock in trade 

1,52,500 

Sundry Debtors 

1.56,000 

Bills Receivable 

Advance Payments to 

18,500 

a AAA 

Contractors 

2,000 

Cash with Bank 

10,000 

Total 

3.39,000 

Current Liabilities: 

Sundry Creditors 

I.8/.280 

Bills Payable 

46,000 

Total 

233,280 

Working Capital 

Net increase in 

1,05,720 

working Capital 

94.280 

20.00.000 


31-12-77 

Rs. 

2,20,000 

1.66,000 

34.000 

Changes in 
Increase 
Rs. 

67.500 
10,000 

15.500 

working capital 
Decrease 

Rs. 

10,000 

20,000 

8,000 

10,000 


4,50,000 



1,90,000 

60,000 


2,720 

14,000 

2.50;000 

"2.00.000 


94,280 

2.00.000 

1,11,000 

1,11,000 


(b) (/) Liquid Ratio: Liquid Assets-^current liabilities. 

It shows the capacity of an undertaking to meet its current 
and when they fall due. 


liabilities as 


Liquid Assets: 

Sundry Debtors 
Bills Receivable 
Cash with Bank 

Current liabilities 
Liquid Ratio 


31-12-77 

Previous year 

Rs. 

Rs. 

1,66,000 

1.56,000 

34.000 

18,500 

20,000 

10,000 

2.20.000 

1.84,500 

2.50.000 

2,33,280 

.88 

.80 


—» — —- 

The ratio has improved over the previous year. 

It is a healthy sign. However it is still rather low, the company should 
attempt to improve its short term liquidity position and bring the liquid ratio 
to 1. 


(//) Proprietary Ratio: 

It is the ratio of funds belongings to shareholder to the total assets ol the 
company. Funds belonging to shareholders include share capital plus reserves 
and surpluses. Losses or any other form of Miscellaneous Expenditures should 
be deducted. It is worked out as : Proprietor’s Funds4- Total Assets. 



31-12-1977 

Previous year 

Proprietor’s Funds: 

Rs. 

Rs. 

Issued Share Capital 

Reserves aud Surplus: 

3,50,000 

3,50,000 

General Reserve 

1,74,000 

1.10,000 

Surplus in Profit & Loss a/c 

80,000 

70,000 


Total 6,04,000 

5,30,000 

Total Assets 

8,70,000 

7,63,230 

Proprietary Ratio 

.69 

.69 

The ratio shows no change over the year. It is quite good 
healthy solvency position. 

and shows a 
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37,45,000 Rs. 46,60,000 R s . 37,45,000 Rs. 46,60,000 



£ % _ Profit & Loss a/c Ce 

Particulars 1975 1976 Particulars 1975 1976 
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. “ aS o eS &1M0.000 and 1976 » Rs 18,00,000. Marked price of 
share 1975 Rs. 20, 1976 Rs. 30/-. Compute Current Ratio; Quick Ratio- 
rercentage composition of current assets; Inventory turnover; Days credit sales’ 
Debt Equity Ratio; Earnings per share; Price Earnings Ratio. Evaluate the 
uorkmg capital position and assess the profitability of the company after 
calculating R.O.I. It is assumed that all purchases and sales are on credit. 


Solution 




1975 

1976 

1 . 

Current Ratio 

1.8 : 1 

1.7 : 1 

2. 

Quick Ratio 

1.6 : 1 

1.5: 1 

3. 

Percentage Composition of 

Current Assets: 



Short term Investments 

32.9% 

17.8% 


Inventory 

10.3% 

12.2% 


Receivables 

40.1% 

51.8% 


Cash 

13.7% 

15.3% 


Prepaid Insurance 

3.0% 

2.9% 



100.0% 

100.0% 

4. 

Cash in terms of average 




daily purchases 

49 days 

47.4 days 

5. 

Inventory Turnover 

14.3 times 

13.5 times 

6. 

Receivables Turnover 

58 days 

68 days 

7. 

Debts Equity Ratio 

.15 : 1 

.14 : 1 

8. 

Earnings per share 

Rs. 5.53 

Rs. 4.01 

9. 

Price earning Ratio 

3.62 

7.46 


Liquidity. For every rupee of current liabilities the company has provided 
a cover of one rupee and seventy paise in 1976 and its liquid resources are 
sufficient to discharge current maturing obligations. For every rupee which it 
has to pay in 1976, it has liquid resources of one rupee and fifty paise. Both 
from the point of view of coverage and liquidity the company is in sound 
position. 

Regarding the efficient use of working capital, on the one hand the 
inventory turnover has sightly decreased from 14.3 times in 1975 to 13.5 times, 
in 1976. (Sales have not increased in proportion to the increase in the size 
of inventory). On the other hand the period of credit allowed to customers 
has increased from 58 days in 1975 to 68 days in 1976. The extension in the 
average period of credit allowed to customers by 10 days needs probing. 
The period of credit may have been relaxed due to stiff competition in the 
industry. The schedule of trade debtors as on 31st March, 1975 and 76 
must be scrutinized. The overdue accounts need to be isolated. It may be 
due to the debt collecting machinery becoming slack. 

The inventory turnover and the receivables turnover indicate that the 
company’s management is not making efficient use of its working capital 
resources. 
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Profitability of the Company 

1Q7S 

1979 

Total Assets 

• ^ ^ 

Rs. 

37,45,000 

Rs. 

46,60,000 

Less: 

Goodwill 

Rs. 

11,000 

Rs. 

8,000 

Short-term 

Investments 4,70,000 

2,77,000 

Prepaid 

Insurance 

43,000 5,24,000 

46,000 3,31,000 

Assets used 

32,21,000 

43,29,000 

Asset Turnover 

Rs. 35,73,000 

Rs. 42,48,000 


32,21.000 

43.29,000 


1.1 Times 

0.98 Time 


Rs. 

Rs. 

Net Earnings 

4,77,000 

5,26,000 

Add Income Tax 

4,83,000 

5,28,000 

Earnings before 

Tax 

Rs. 9,60,000 

Rs. 10,54,000 

% of Earnings 
before Tax to 



sales 

Rs. 9,60,000^ 

■ 00 Rs. 10,54,000. x 


35,73,000 * 

42,48,000 


= 26.87% 

= 24.8% 

R.O.I. 

1.1 X 26.87 

0.98 x 24.8 


= 29.48% 

= 24.3% 

Both the variables 

i.e Asset Turnover & Percentage of Profit to sales 

have decreased resulting in the decline of R.O.I. 


Problem 17 



The following is the balance sheet of Atul 

& Co. Ltd., for the year 

ending 31st March, 1976. 

You are required to determine. 

(/) Return on gross 

investment. 


(//) Return on net investment. 






oaidiicc oiicci 



263 


PROBLEMS WITH SOLUTIONS 

(1) The current value of Patent and Trade Marks is Rs. 10,000 

(2) The following assets have been valued at replacement cost . 


(i) Building Rs, 1,50,000 
(//) Plant Rs. 2,00,000 

(3) The current value of stock is estimated 
of Rs. 5,000/- included in this value, which 
obsolescence. 


at Rs. 60,000. There n ! s 
has to be written oft due to 


(4) The profit for the year is Rs. 80,000. 

(5) Depreciation written off and included in the profit is Rs. 30,000. 

(6) Goodwill has been written off at Rs. 2,000/-and included m the 
current year’s profit. 


Solution 


Atul & Co. Ltd. 


Capital Employed : 

Rs. 

Patents and Trade (current value) 

Buildings ( ., ) 

Plant ( .. ) 

Stock (at cost) 40,000 

Less obsolete items 5,000 

Debtors - 

Bank and Cash Balances 

10,000 

1,50,000 

2,00,000 

35,000 

35,000 

5,000 

Gross Assets 

Less Current Liabilities : Rs. 

Creditors 50,000 

Income tax 10,000 

Rs. 435,000 

60,000 

Net Assets Employed : 

3,75,000 


Rs. 

Profit for the current year 

Add Goodwill written off 

80,000 

2,000 

Ajusted Profit 

Rs. 82,000 


Deduct Additional Depreciation 
because of Capital Appreciation: 

(a) Building @ 5% on 25,000 1,250 

(b) Plant @ 10% on 50,000 5,000 6,250 

75,750 
5,000 

Rs. 70,750 


Less Loss on stock due to obsolesencc 
Operating Profit for 31.3.76. 





264 


MANAGEMENT ACCOUNTANCY 


(/) Return on Gross Investment 4 " ^$^ x 100 

= 16.26% 

07) Return on Net Investment — ^qsOOO X 100 

= 18.87% 


Problem 18 


The Progressive Co. Ltd. prepares its budget for the year ending 31st 
Dec., 1976. 

Estimated sales 4,00,000 units 
Variable cost per unit 
Fixed Expenses 
R. O. I. estimated 

Assets available : 

Fixed Assets: Rs. Rs. 


Rs. 5/— 

Rs. 4,50,000 
27.5% 


Land & Buildings 

Plant & Machinery 

Furniture & Fittings 

2 , 00,000 

10 , 00,000 

15,000 

12,15,000 

Current Assets : 

Inventory 

Trade Debtors 

Bills Receivable 

Cash and Bank 

4,00,000 

2 , 00,000 

1 , 00,000 

85,000 

7,85,000 



Rs. 20,00,000 

From the above particulars you are required to calculate ’• 

(1) Selling price per unit. 

(2) Asset Turnover. 

(3) Ratio of income to expected sales. 


(4) 


If the company sells 6,00,000 units instead of 4,00,000, what will be 
the return on sales if the fixed cost remains the same. 


Solution 


R.O.I. 


= 27.5% 

Total Assets 


= Rs. 20,00000 


0 27 5 

Profits 1Q0 

X 20,00,000= Rs. 5,50,000 

Variable Cost 

Rs. 20,00,000 

(4,00,000> 5) 
Fixed Cost 


Rs. 4,50,000 

Profits 


Rs. 5,50,000 

Sales 


Rs. 30,00,000 

S.P. per unit 


Rs. 30,00,000 
4,00,000 


Rs. 7.50 
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Asset Turnover 


% of Profits to sales 


Sales of 6,00,000 @ Rs. 7.50 
Variable Cost @ Rs. 5/— 
per unit 
Fixed Cost 
Profits 

Return on sales 


Rs. 30,00,000 

20^000 


= 1.5 times 


Rs. 5,50,000 


307)0,000 
= 18.3% 

Rs. 45,00,000 


30,00,000 

4.50,000 

10,50,000 


iOJO.OOO-XlOO 

45,00,000 

= 23.3% 


Problem 19 

Following is the summarised balance sheet of Prosperous Ltd.. Co. as at 
30th Sept., 1974. 



Rs. 

Share Capital 

4,00,000 

Reserves 

5,92,000 

Bank overdraft 

2 ,88,000 

Trade creditors 

3,20,000 

Rs. 

16,00,000 


Rs. 

Fixed assets 2,24,000 
Stock 5.76,000 
Debtors 8,00,000 


Rs. 16,00,000 


Trade creditors are equal to the last month's 
equal to the last 2 months sales. For the half year ended 30th September, 19» , 

sales amounted to Rs. 25,20,000 and gross profit earned at a uniform rate was 

Rs. 5,04,000/. 


The following estimates and information ate available: 

1 . With effect from 1 st Oct. 1974, goods purchased will cost 25% higher 
and sale prices will be increased by 20%. 

2. Sales and purchases are spread evenly throughout the year. 

3. Credit terms for purchases and sales will remain unchanged. 

4. Value of closing stock of 31st March, 1975, is expected to be 10% higher 
than on 30th Sept., 1974. 

5. All expenses will be paid within the month in which they accrue and 
are estimated at Rs. 32,000 per month. 

6 . No fixed assets are proposed to be acquired or sold during the 
period. 

You are required to prepare a projected profit and loss account for the 
half-year ending 31st March, 1975, and a projected balance sheet as on that 
date indicating the improvement, if any, in the bank overdraft. Interest an J 
depreciation may be ignored. 
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Solution 


Projected P & L a/c. for half year ended 31.3.75 


To opening stock 
„ Purchases 
„ Gross Profit 


5,76,000 By Sales 30,24,000 

24,00,000 „ Closing stock 6,33,600 

6,81,600 


To expenses 
6X32,000 
„ Net Profit 


Rs. 36,57,600 Rs. 36,57,600 


By Gross Profit 6,81,600 

1,92,000 

4,89,600 


Rs. 6,81,600 


Rs. 6,81,600 


Projected Balance sheet as at. 31.3.75 


Rs. 

Share Capital 4,00,000 

Reserves 5,92,000 

Trade Creditors 4,00,000 

P & L a/c. 4,89,600 


Rs. 18,81,600 


Rs. 

Fixed Assets 2,24,000 

Stock 6,33,600 

Debtors 10,08,000 

Cash 16,000 

Rs. 18,81,600 


As per the projected Accounts the bank overdraft of Rs. 2,88,000 as on 
30.9.74, has completely been wiped off and a cash balance of Rs. 16,000 the balan¬ 
cing figure exists on 31.3.75. This is an improvement over the financial position 
as at 30.9.74. Gross Profit ratio has increased from 20% to 22.5% during the 
projected period ended 31st March, 1975. 


Working : 


1. Creditors: last months’ Purchases: 
Purchases for 6 months ending 30.9.74 

Add 25% increase 

Purchases for 6 months 


= 6X3,20,000 
= 19,20,000 
4,80,000 

Rs. 24,00,000 


Creditors=-^-x 24,00,000= Rs. 4,00,000 

2. Debtors : 

Rs. 

Sales for 1/2 year ended 30.9.74 25,20,000 

Add 20% increase 5,04,000 


Sales for 6 months upto 31.3.75 50,24,000 


Sales/month=-i-x 30,24,000=Rs. 5,04.000 
Debtors two months sales =Rs. 1,008,000 
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3. Expenses 

Rs. 32,000 per month ^ nnn _ R . 

for 6 months ending 31.3.75 —6 x Rs.32,000 


1,92,000/- 


4. Stock 

on 30.9.74 
Add 10% 


5 76 000 

’57,600, Rs. 6 , 33 , 600 —closing stock. 


Problem 20 

The following is the Balance Sheet of the Progressive Co. Ltd. 

as on 30.6.75. 

Capital and Liabilities 

Share capital 
Sundry creditors 
P & L a/c. 


Rs. 

Assets 

Rs. 

12,00,000 

Fixed Assets at cost 

5,00,000 

2,50,000 

less Dep. 

4,50,000 

80,000 

Closing Stock 

Sundry Debtors 

Cash and Bank 

2,50,000 


Balances 

3,30,000 

, 15,30,000 

Rs. 

15,30,000 


The management makes the following estimates for the year ending 30th 

June, 1975. Purchases upto 31st.May, 1975 ***VshoftO * 

Rs. 1,05.000. Sales 31.5,75 Rs. 22.40,000; June, 1975 Rs. 2,50,000. 


Additional Information : 

1. It has been decided to invest Rs. 1,50.000 in purchases of fixed assets 
which are depreciated @ 10%. 

2. The time lag for payment to creditors and receipts from debtors is 
1 month. 

3. The business earns a gross profit of 33|% on turnover. 

4. Sundry Expenses against Gross Profit will amount to 12% of the 
turnover excluding depreciation of fixed assets. 

You are required to prepare a projected fund flow statement for the year 
ending 30th June, 1975. 

Solution 


Dr. 

Trading and Profit and Loss a/c 

Cr. 


Rs. 


Rs. 

To Opening Stock 

4,50,000 

By Sales 

24,90,000 

„ Purchases 

16.25,000 

„ Closing 


„ Gross Profit 


Stock 

4,15,000 

(-j- X 24,90,000 j 8,30,000 




Rs. 29,05,000 

Rs. 

29,05,000 
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Rs. Rs. 

To Expenses 2,98,800 By Gross Profit 8,30,000 

„ Depreciation 65,000 

„ Net Profit 4,66,200 


Rs. 8,30,000 Rs, 8,30,000 


Projected Balance Sheet 



Rs. 


Rs. 

Rs. 

Capital 

12 ,00.000 

Fixed Assets 

5,00,000 


Creditors 

1,05,000 

Additons 



P & L a/c. Rs. 


during the 



Balance 80,000 


year 

1,50,000 


Profit 





for the 



6,50,000 


Current 





year 4,66,200 

5,46,200 

Less Dep. 65,000 

5,85,000 



Stock 


4,15,000 



Debtors 


2,50,000 



Cash 


6 ,01,200 

Rs. 

18,51,200 



Rs. 18,51,200 


Calculation of Funds from Operation : 

Rs. 

Net Profit 4,66,200 
Add : Depreciation 65,000 


Rs. 5,31200 


Changes in Working Capital Position 


Current Assets Rs. 

Decrease in stock 35,000 

Increase in cash 2,71,200 

Net Increase in Current Assets 2,36,200 

Current Liabilities 

1,45,000 


Decrease in Sundry Creditors 
Net Increase in Working Capital 


Rs. 3,81,200 


16 $ 


PROBLEMS WITH SOLUTIONS 


Statment of Sources and Application of Funds 
„ Dc Annlication 


Sources R s 

Funds from operations 5,31,200 


Application 
Purchase of fixed 
assets 
Increase in 
Working 
Canita! 


Rs. 5,31,200 


Rs. 

1,50,000 


3,81,200 


Rs. 5,31,200 


Problem 21 

The following is the comparative Balance Sheet a„d Profit ,and 
Hind Motor Co. Ltd. You are requ.red to analyse'md interpret thco 
profitability, working capital position and to evaluate the overai 
position of the Company. Calculate also the RAM. 

Balance sheet (In Millions) 31st Dec., 


Current Assets 

Cash 

Marketable Securities 
Receivables 

Inventories 

1965 

Rs. 

72.5 

1,093.6 

121.7 

563.3 

1966 

Rs. 

96.7 

397.3 

134.9 

597.5 

19.6 

Prepaid Expenses 

15.8 

Total Current Assets 

Rs. 1,866.9 

Rs. 1,246.0 

Fixed Assets 



Investments 

123.9 

139.4 

Plant and Machinery 

1,754.0 

2335.4 

& 



Property and Equipment 



at cost 


649.3 

Less Reserve for Depreciation 561.6 


Rs. 1,192.4 

Rs. 1,686.1 

Total 

Rs. 3,183.2 

Rs. 3,071.5 

Current Liabilities 

Rs. 

Rs. 

Accounts Payable 

643.6 

683.1 

Accrued Income Tax 

597.8 

278.8 

Total Curent Liabilities c/f 

1,241.4 

961.9 
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Total Current Liablities b/f 

1241.4 

961.9 

Long Term Debts : 

— 

58.6 

Debentures 

73.5 

63.5 

Equity Share Capital 

267.4 

270.1 

Capital Reserve 

262.6 

272.1 

Profit and Loss Surplus 

1338.3 

1445.3 

Rs. 

3183.2 

Rs. 3071.5 

Profit & Loss a/c 31st Dec., 1965 

31st Dec., 1966 


Rs. 

Rs. 

Sales 

5594.0 

4647.0 

Cost of Goods sold 

4230.0 

3750.5 

Depreciation 

87.7 

133.5 

Adm. Selling and Dis. Exp. 

307.9 

284.2 

Profit before Interest and Tax 

968.4 

478.8 

Interest paid 

— 

.6 


968.4 

478.2 

Taxes 

531.4 

242.2 

Net profit after tax 

437.0 

236.0 

Dividends 

174.7 

129.6 


Solution 
Liquidity Ratios 

1965 1966 


1. Current Ratio 

1866.9 

1241.4 

= 1.5 : 1 

1246.0 

961.9 l 

2. Acid Test Ratio 

1303.6 

si ns* i 

648 5 -0 67-1 

1241.4 

1 .U J . 1 

961.9 u - 0/ • 1 


Working Capital Efficiency Ratios 

1. Inventory Turnover = 7.5 times ^^|-=6.3 times 

1717 134 9 

2. Receivable Turnover X 360=7.8 days x 360= 10.4 days 


3. Inventory to Working 

Capital 5 62s\ ~ =0 ' 9 : 1 


4. Sales to Working 
Capital 


5594 

625.5 

5594 

1868.3 


= 8.9 : 
=2.9 : 


1 

1 


597.5 

284.1 


2.1 : 1 


4647 

284.1 

4647 

1987.5 


= 16.3 : 1 
=2.3 : 1 


5. Sales to Net Worth 
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Capital Structure Ratios 

„ . 73.5 

1. Debt to Equity Ratio- 267 4 


2. Tangible assets to total 

Debt - !314.9 


3183.2_ = 2>4: i 


3. PlantTurnover --jffgr= 4 - 7 * iines 

968.4 v mn— aq°L 
Return on lnvestment= 194l g x 1UU 70 


2.3 : 1 

270.1 


iOTlJ^^g . ! 

1084.0 

_1 6 1L= 2.8 times 
1686.1 

ilHx 100=22.7% 
2109.6 


PB1T 


xioo 


Fixed Assets+Current Assets—(Current uaoiuucs) 

INTERPRETATION 

1. Current Ratio : The current ratio has shown 

1.5:1 to 1.3:1 which means that in the year 1966 Co.^ ^ ^ a satisfactory 

current assets for every Re. 1 . debts mature the company’s current 

position because it is possible that W * C V etc f exlent 

assets may consist of items such «bedifcuU for the Co^ 

2:1 " 

find that this ratio is not satisfactory. 

2. Acid Test Ratio ; This has also shown a decline *«**»*,£" ^it 

\Zs &BKf SffWS$*' of 

liquid assets for every rupee 1.00 of current liabilities. 

3. Inventory Turnover : The inventory turnover which shows how many 
times the inventory has been turned over into sales doring a p 

generally a year, has also shown a decline from ’ V n'.h' second vear This 
in 1966. The average inventory has slightly increased in the i*eomd ■year, ims 
fall in inventory turnover is due to reduction in sales and so .t is of utmost 
importance for the company to push up sales. 

4 Receivable Turnover : The receivable turnover has increased from 7 8 
days to 10.4 days. The receivable turnover indicates 

by the debtors to repay their debts. In this case this rise is not warranted because 
there has been, infact a decline in sales and so the question of selling to eak 
customers does not arise, unless, of course, the demand for the Iproduct ofThe 
company has gone down so much that even the reduced production ,s ' n ®£ ccs ® 
of the demand and due to which the management has been forced tosell to 
weaker customers with a liberal credit policy. But on the face of it this decline 
can be attributed to slackness on the part of debt collection machinery, steps 
must be taken to gear it up. 

5. Inventory to Working Capital : This ratio shows what portion of the 
working capital is comprised of inventory. In 1965 Inventory was 90/ 0 of the 
working capital but in 1966 due to decrease in the working capital inventory is 
210% of the working capital. This decrease in working capital is unwarranted 
and is most likely due to purchase of fixed assets, which have increased from 
Rs. 1,754 millions to Rs. 2,335.4 millions. 
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6. Sales to Working Capital : The ratio of sales to Working capital 
projects the efficiency with which the working capital has been utilised in the 
production process. Though the ratios show a better utilisation of working 
capital in 1966 than in 1965, the real picture behind this mirage is that in fact 
this increase in efficiency as incorrectly projected by this ratio is due to a drastic 
fall in the amount of working capital and not due to any increase in the sales 
This type of situation gives rise to a need for heavy current liabilities to finance 
the deficit in working capital and this leads to the lowering of the current ratio. 

7. Sales to Net Worth : The amount of net worth though not enough to 
finance the whole production is enough for 1/3 of the total production, which 
means that the external resources finance the rest. 

8. Debt to Equity Ratio : The debt of the Co., as compared with the 
equity was nearly constant. The debt was nearly 1/4 in value to the total 
finance of the equity shareholders which is quite a satisfactory position as exces¬ 
sive fixed interest payments are avoided. 

9. Tangible assets to total Debt : This ratio shows how much of the 
tangible assets have been financed by the funds from external sources. In this 
case the outsiders* funds finance roughly about 40% of the tangible assets which 
is quite fair as the remaining 60% is financed by the shareholders funds, which 
means that the company is not relying excessively on external sources. 

10. Plant Turnover : The plant turnover shows the efficiency with which 
the production apparatus has been effectively utilised. This turnover has decli¬ 
ned from 4.7 times in 65 to 2.8 times in’ 1966. 

11. Return on Investment : The R.O.I. shows the return on the capital 
employed in 1965, was a satisfactory. But it has declined due to decrease in 
production and sales in 1966. This decline by 50% should focus the attention 
of management to take effective steps to increase production and push sales. 

Conclusion : As compared to 1965 the financial position of the company 
has undergone a marked deterioration in nearly every respect. The following 
steps may be taken to check the declining position : 

1. Increase in production. 

2. Increase in sales. 

3. Stop financing fixed assets from working capital. 

4. Increase the amount of working capital. 

5. Gear up debt collection machinery. 

Problem 22 

The balance sheets of Enterprise Ltd. as on 30th June, 1973 and 1974 are 
as follows 

(Rupees 000) 


1973 1974 

‘ Rs. Rs. 

Equity Share Capital 2,000 2,000 

Reserves 1,500 1,600 

6 % Debentures (unsecured) 500 500 

Mortgage on freehold property (secured 
on one of the freehold properties, 

cost Rs. 1,000,000) 180 95 

Creditors 300 300 

Proposed dividend (gross) 150 155 

Taxation 140 250 

Overdraft (secured by a floating charge on 
assets) 100 550 


4,870 5450 
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Rs. 

Freehold property (at cost) : V Q00 

Plant and machinery (at cost less deprecation) 900 


Investments 

Associated companies (unquoted) 
Other companies (quoted)* 

•(Market value 1973—Rs. 10.00,000 
1974—Rs. 8,00,000) 


Stock 

Debtors 

Bank 


1.000 

750 


350 

300 

70 


4,870 


Rs. 

1,600 

1,100 

1,000 

750 


500 

500 


5,450 


In view of the credit squeeze, the managing director has been approached 
by the company's bank manager with a request to reduce the overdraft 
substantially—if possible by 50% within six months. 


You are required :— 
(a) 


(b) 


to comment on the financial position revealed by the balance sheets, 
attaching to your commentary any schedule or statement which y 
think would assist ; and 

to state with brief reasons, what additional 

advise the bank manager to ask for, which would help him to decioe 
whether his request was reasonable. 


Solution 

fa) An investigation of the balance sheets of Enterprise Ltd., reveals : 

(/) Tradnig position. 

The increase in fixed assets, coupled with the increase in stock and 
debtors, seems to indicate that the company has recently embarked upon 
a programme of expansion, while the increase in taxation (in respect ot two 
years’ tax) denotes that profits have increased. 

(if) Financing. 

Alothough profits have increased, dividend policy has almost remained 
unchanged, thus increasing the amount retained in the business which may 
be regarded as a healthy sign. The speed with which the stock of raw materials 
and components becomes converted into cash will depend principally upon 
the length of the production cycle, which is unknown; however, the rise in 
debtors would seem to signify that the cycle is not unduly long. In the 
circumstances it is curious that creditors should have remained static, prompt¬ 
ing inquiries as to whether the company should approach suppliers to obtain 
improved credit terms or alternatively, seek other sources of supply. Prima 
facie, the increase in both fixed assets and stock appear to have been financed 
by short-term borrowing from the bank, so far as the former is concerned 
it would, perhaps, have been more prudent to have financed the increase from 
additional share or loan capital; however, neither the authorized share capital 
nor the limit of the company’s borrowing powers is known. 
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0H) Solvency. 

• r . e 6 ards solvency, although current assets exceed current liabilities 

,n iy74 - the working capitial ratio has deteriorated as follows : 

Year ended June 30th, 1973 ... 2.1 : 1 

Year ended June 30th, 1974 ... 1.4 : 1 

The absence of liquid resources to meet dividends payment which is probably 
imminent, together with the bank’s request to reduce overdraft is some¬ 
what embarrassing, and calls for the implementation of steps to introduce 
an adequate amount of cash into the business. In addition to seeking improved 
credit terms from suppliers, or alternative sources of supplies, suggested 
above, further remedial action may be taken by reducing the poriod of credit 
allowed to customers if this is feasible and, possibly, realizing the quoted invest¬ 
ments especially since the market price of these is falling : if the price is likely 
to rise in the near future, or the income therefrom forms a significant part 
of the company’s revenue, however, careful thought should be given to the 
matter before deciding to dispose of these. Maintenance of dividend policy 
despite the absence of cash, raises the question of whether this was necessary 
to maintain the price of the company’s shares assuming that these are quoted. 
If, as seems likely, the production cycle is relatively short, expansion of sales! 
combined with effective credit control could conceivably alleviate the shortage 
of cash within a reasonable time. 

(iv) Associated Companies. 

The investment of Rs. 10,00,000/- in associated companies should be 
subject to critical review to determine whether such a large investment is 
warranted in the light, of the scarcity of liquid resources. If this is considered 
vital to preserve the goodwill of Enterprise Ltd., it may be justified, while it 
should also be examined in the context of the current programme of expansion, 
since such a connection may provide suitable outlets for sales. However, 
repayment by the associated companies of a proportion over the next six months 
to enable Enterprise to repay half the overdraft might well be possible. 


(v) Mortgage on Freehold Property. 

Inquiries should be made into the reason why a substantial amount was 
paid off the mortgage on freehold property in 1974 if it was of the company’s 
own volition it would appear somewhat imprudent, notwithstanding the saving 
of interest charges, but it may well be that this was mandatory and, if so, 
further payments in 1975 will aggravate the cash position. 

(W) General. 

The company has been overtrading in that it has expanded turnover to 
such an extent that it has outstripped its working capital position. This is 
not altogether unwise provided finance is available in the short-term, and 
sufficient profits can be earned which can be ploughed back into the company 
and used to repay the short-term loans. However, the company had experienc¬ 
ed major expansion and should have obtained additional long-term finance 
to prevent the current position arising. It may be that the company is 
inadequately advised on financial matters and steps should be taken to remedy 
this. 
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A statement is attached to highlight the changes which have occured 

C * Urm Nlovement of funds statement-Year ended June 30th. 1974, 

(Be nnn^ ks. 


Opening Cash 

Profits less depreciation, taxtion and 100 

dividends - 

170 


Applications : 

Purchase of freehold property 
Purchase of plant and machniery less total 
depreciation for year and sales of plant 
Repayment of mortgage 


100 

200 

85 


385 

(215) 


Source 

Application 

Changes in the form of working Capital 
Stock 

Debtors 

Rs. 

Rs. 

150 

200 

Taxation 

110 


Bank overdraft 

450 


Dividends 

5 

_ 


565 

350 net 

source 

215 

Closing cash 


Nil 


( b) The additional information which should be sought by the b. 
manager in order to assist him in deciding the reasonableness ol his request, 
may be summarized as follows : 

(f) The authorized capital of the company and the limit of its borrowing 
powers, in order to assess the potential amount available to finance nxeo ana/ 
or current assets. 

(//) The terms of the mortgage on freehold property, to determine the 
effect of interest payments upon revenue and the incidence of repaymen o 
the principal. 

(Hi) Terms of trading received from suppliers and alternative sources ol 
supplies, with a view to the utilization of external finance to the full. 

(jv) The analysis of taxation between the amounts due on April 1st, 1973 
and 1974, bearing in mind that the latter (based upon the profits for the year 
ended June 30th, 1974) is tantamount to short-term finance. 

(v) Outstanding capital commitments, i.e., in respect of contracts placed 
and for contracts not yet placed, but vital to the forthcoming production 
programme, since the former will have to be met, while the latter, if not 
contracted for, may prove prejudicial to the future prosperity of the company. 
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(vi) The directors’ valuation of the unquoted investments and full details 
of these, to ascertain whether any part of these may be relinquished without 
jeopardizing the goodwill or turno<er of the company. 

(v//) Estimated turnover for the forthcoming six months, since cash will 
be derived from this. Ancillary matters to be considered are : 

(a) Terms extended to customers ; and 

(b) Credit control. 

(viii) Estimated purchases for the next six months since these will deplete 
cash resources. Diminution of cash will, however, be mitigated if more credit 
can be obtained from suppliers. 

(ix) Full details of quoted investments, including their contribution to 
profit; examination of these in the context of a falling market may suggest 
that they should be sold. 

The profit and loss account for the latest year should be perused to 
establish both the absolute and comparative profitability of the company and 
the level of fixed charges. If possible, a cash budget should be prepared for 
the ensuing six months; this may reveal that the overdraft may be reduced 
and liquidity restored from normal trading operations, subject to adequate 
credit control etc. 

The company should also initiate a full budgetary control system in order 
to define and express its long-term policy and ensure that the policy is adhered 
to. 

Problem 23 


Make an assessment of the comparative position of firms A, B and C. 
after calculating relevant ratios on the basis of the following information: 



Firm 

Firm 

Firm 


A 

B 

C 

Inventory 

Rs. 

Rs. 

Rs. 

(31.12.75) 

10,000 

15,000 

20,000 

Sales (for 1975) 

Cost of Goods sold 

66,000 

83,250 

89,600 

(for 1975) 

60,000 

75,000 

80,000 

Expenses of Management 




(for 1975) 

5,000 

7,500 

10,000 

Receivables (31.12.75) 

13,200 

24,975 

35,840 



B. Com. Pt.IlI (Pb. Univ. 1976) 

Solution 

Firm 

Firm 

Firm 


A 

B 

C 

Inventory Turnover 

6 times 

5 times 

4 times 

Average No. of Days Credit 
allowed to Customer 

72 days 

108 days 

144 days 

% of Management Expense 


9.0% 

11 .2% 

to sales 

7.6% 

Gross Profit to Sales 

9.1% 

9.9% 

10.7% 

A comparative study of the three 

firms A, B and C based on relevant 

ratios reveals the following facts : 
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over " c “ h “ 

the lowest turnover. ;• 72 days in the 

The average number of days^ crc ^ t ( ? 1 just the double of A.. Th» s 

ES S. - "f . .00 C. They ».»"o. 

“•"t”::.-- sr * £s s 3 asst-s 

S2S5 fifl&JfS SS saw- - ■- c ;;“ ^ 

The percentage of management wpcnses to ^o/Jn the case of B and C 

the case of A, which has ;ncre^ to 9.9 /o andU-* / 0 resourccs by the 
respectively. This ratio also supports the emcieni 

management of firm A. f 

The percentage of gross profit to sales is a shade-weaker in t e cas 

A; B and C have an edge in this respect. 

The sales of A are Rs 66,000/- whilethose of B and' ' ost is 

and Rs. 89,600-/ respectively. f D “ £ '°'" cre f fir m has to push sales which will 
comparatively less in the case of B and C. A hrm lias ro p 

enable it to raise the percentage of gross profit to sales. 


Problem 24 


You are called upon 

to make a comparative assessment 

of the following 

possible positions for 

a certain hrm : 




Position 

Position 

Position 


1 

11 

111 

Debt 

Rs. 1,00,000 

2.50,000 

4,00,0000 

Equity 

Rs. 4,00,000 

2,50,000 

1 ,00,000 

Total Capital 

Rs. 5,00,000 

5,00,000 

5,00,000 


(/) Calculate the Debt-Equity Ratio. 

(«) Presuming that the rate of interest required to be paid on debt 
is 10%, calculate the (maximum) rate of dividend payable to 
Equity shareholders when the rate of earning is : 

(a) 8% (under positions I, 11 and 111) ; 

( b ) 16% (under positions I, II and III) ; and 

(c) 24% (under positions I, II and III). r . ^ p| _ m , pb _ Unfv _ 


Solution 


(/) 


Debt-Equity Ratio : 
Position 1 Rs. 


1,00,000 

4.00,000 


Rs. 


2,50,0 00 

2,50,000 


Position II 


— 1:1 
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Position III Rs. 

4,00,000 

1 


1,00.000 


Position I 

Position II 

Position III 

(n) (a) Earning @ 8% 

40,000 

40,000 

40,000 

Less Debenture 



Interest 10% 

10,000 

25,000 

40,000 

Surplus available far 
distribution of 
Dividend 

30,000 

15,000 


Maximum Dividend 
distributable 

7.5% 

6% 

Nil 

(b) Earnings @ 16% 

80,000 

80,000 

80,000 

Less Debenture 



Interest @ 10 

10.000 

25,000 

40,000 

Surplus available for 
distribution 

70,000 

55,000 

40,000 

Maximun rate of 




dividend distributable 17.5% 

22 % 

40% 

(c) Earnings @ 24% 

1,20.000 

1,20,000 

1,20,000 

Less Debenture 
Interest @ 10% 

10,000 

25,000 

40,000 

Surplus available for 
distribution 

1,10,000 

95,000 

80,000 

Maximum rate of 




Dividend distributable 27.5% 

38% 

80% 

Note : Rale of Income-tax is not given and there ore igurd 


Problem 25 




On the basis of the following financial statements, put forward : 

(a) Current ratio, 

( b) Quick ratio. 




(cl Operating ratio, and 



( d) Return on investment, alongwith brief comments in 

each case. 

Income Statement for 1975 





Rs. 

Net Sales 



10,00,000 

Cost of goods sold 



7,56,000 

Operating Expenses 



1,25,000 

Depreciation 



44,000 

Income from Investments 



1,40,000 

Income-tax 



65.000 
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Balance Sheet as at Dec., 31, 1975 

Dr. 

Rs. 


Share Capital 
Debentures 
Profit after Tax 
Bills Payable 
Sundry Creditors 
Sundry Debtors 
Bills Receivable 
Stock 
Buildings 

Plant and Machinery 
Cash 

Investments 
Provision for Taxation 
Outstanding Expenses 
Accrued Income 


45,000 

1,60,000 

1,15,000 

2,50,000 

2,10,000 

35,000 

80,000 


15,000 

Total—Rs. 9,10,000 


Cr. 

Rs. 

3 , 00,000 

2,00,000 

1,50,000 

1,30,000 

60,000 


65,000 

5,000 


Rs. 9,10,000 


B. Con'. Pt. Ill <Pb. Univ. 1976) 


Solution 


Cur rent Assets 

Current Ratio = Current Liabilities 


Current Assets 



Rs. 

Sundry Debtors 

45,000 

Bill Receivable 

1,60,000 

Stock 

1,15,000 

Accrued Income 

15,000 

Cash 

35,000 

Total Current 

Rs. 3,70.000 

Assets 

— 

Assets 

3,70,000 

Less Stock 

1,15,000 

Liquid Assets 

2,55,000 


Current Liabilities 


Rs. 

Sundry Creditors 60,000 

Bills Payable 1,30,000 

Provision for Tax 65,000 

Outstanding Expenses 5,000 

Total—Current - 

Liabilities Rs. 2,60,000 


Total Current Assets 3,70,000 

Total Current 

Liabilities 2,60,000 


Working Capital 1,10,000 


(а) Current Ratio 

(б) Quick Ratio 


3,70,000 

2,60,000 


Liquid Assets 


= 1.4 : 1 


2.55.000 _ 0 _ 9 


(c) Operating Ratio 

Rs 756000 + 125000 

10,00,000 


Current Liabilities 2.60,000 

Cost of goods sold + Operating Expenses 


Sales 

* 100 = rSS * 100 = “■»% 


X 100 
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(d) Return on Investment : Rs. 
Sales 10,00,000 

Profit after Tax 1,50,000 

Add Income Tax 65,000 


Net Profit before 

Income Tax 2,15,000 

Buildings 2,50,000 

Plant and Machinery 2,10,000 
Investments 80,000 


5,40,000 


Add Net Current Assets or 
Working Capital 1,10,000 


Assets Employed Rs. 6,50,000 


7 1 s 000 

Precentage of Net Profit to Sales = Rs. ^ Q q qqq x 100 


Asset Turnover 


Sale 


Assets Employed 

„ 10 . 00.000 

Rs ' 6,50,000 ,5 t,mcs 

Return on Investment = 21.5 X 1.5 = 32.25% 


21.5% 


Problem 26 


What conclusions would you draw from the following ratios with regard 
to the financial health of a firm ? 




1974 


1975 


(a) 

Ratio between Current 

Liabilities and Current Assets 

1 : 2.1 


1 s 1.7 


( b) 

Ratio between Current Liabilities 
and Quick Assets 

1 : 1.1 


1 : 1.2 


(c) 

Ratio of Gross Profit to Sale 

1 :4.5 

22 .2% 

1 :3.5 

28.4% 

id) 

Ratio of Net Profit to Sale 

1 :6.5 

15.4% 

l : 8.5 

11 .8% 


B. Com Pt. Ill <Pb. Univ. 1976) 


Solution 


Current Ratio : 

For every rupee of current liability the firm has got a cover of one rupee 
and seventy paise. This ratio has slightly declined in 1975 over 1974. 

Quick Ratio : 

For every rupee of current liability, the firm has one rupee and twenty 
paise in liquid assets. Its liquid resources are sufficient to discharge current 
maturing obligations. 
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On the basis of these ratios, it can be safely concluded that the “ 
in sound financial health. It has got suffic.ent resources to meet its current 

liabilities. 


Regarding its profitability, the precentage of gross profit to sales has 
increased from 22.2% in 1974 to 28.5% in 1975. But the 

profit to sales which was 15.4% in 1974 has come down to llA/o in l97X 
This shows an increase in the operating expenses in 1975 over 1974. This nas 
to be carefully examined by the management to set right the situation. 


Problem 27 

You are the Financial adviser of a joint stock company which has facilities 
for Bank Overdraft to the extent of Rs. 50,000/-. This has been found to be 
quite adequate for Company's financial requirements in the past. Bui ine 
directors are now having difficulty in meeting the financial commitments in spite 
of steady increase in the company’s business as summarised below: 


Year ending 31st Marcn 

1973 

1974 

1975 

1976 

Number of units sold 

10,000 

12,000 

17,000 

20,000 


Rs. 

Rs. 

Rs. 

Rs. 

Sales 

2 ,00,000 

2,40,000 

4,25,000 

5,00,000 

Purchase of raw 

material and Cost of . 

Direct Labour 

1 ,00,000 

1,40,000 

2,25,000 

2,80,000 

Gross Profit 

1 ,00,000 

1 ,00,000 

2 ,00,000 

2 ,20.000 

Deduct Overhead 

Expenses 

60,000 

65.000 

70,000 

80,000 

Income Tax 

20,000 

17,000 

70,000 

80,000 

Net Profit 

20,000 

18,000 

60,000 

60,000 

Closing stock as at 

31st March in units 

1,800 

2,000 

4,000 

6,000 

Fixed Assets as at 

31st March 

20,000 

20,000 

20,000 

44,000 

Trade Debtors as at 

31st March 

17,000 

22,000 

60,000 

80,000 

Trade Craditors as 

at 31st March 

8,000 

12,000 

36,000 

40,000 

Bank overdraft as 

at 31st March 

15,000 

20,000 

46,000 

52,500 

The provision for depreciation on 

fixed assets 

for 1976 was of 

the order 

of Rs. 12,100/-. 


You are asked to report to the Directors explaining: 

(a) The reason for the progressively deteriorating financial position in 
spite of the rapidly increasing trading activities, and 

(b) The possible steps which might be taken to improve the situation. 

Solution 

. , Statement showing changes in working capital during the two balance sheet 
oaies in iy/j-/6. 
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Current Assets : 

1975 

1976 

Increase 

Decrease 

Trade Debtors 

Stock 

60,000 

69,400 

80,000 

1,08,000 

20,000 

38,600 


1,29,400 

1 ,88,000 



Current Liabilities : 
Trade Creditors 

Bank overdraft 

36,000 

46,000 

40,000 

52,500 


4,000 

6,500 


82,000 

92,500 



Working Capital 
Increase in Working 
Capital 

47,400 

48,100 

95,500 

58,600 

10,500 

48,100 


95,500 

95,500 

58,600 

58,600 

Statement of Sources and Application of Funds 


Sources 


Application 



Net Profit before Tax 
Add Depreciation 

Funds from Opera¬ 
tions 

1,40,000 

12,100 

1,52,100 

Increase in Fixed Assets 
Income Tax Paid 

Increase in Working 
Capital 

24,000 

80,000 

48,100 


Rs. 1,52,100 



Rs. 1,52,100 


Current Assets 


Current Liabilities 


Trade Debtors 
Stock 

1975 

60,000 

69,400 

1976 

80,000 Trade Creditors 36,000 40,000 

1,08,000 

Less Bank 
Overdraft 

1,29,400 

1 ,88,000 

46,000 

52,500 

Current Assets 
Less Stock 

83.400 

69.400 

1,35,500 

1,08,000 

Liquid Assets 

14,000 

27,500 



1975 

1976 

Purrj-nt it ntin Current Assets 

83,400 

1,35,500 

Current Katio — pr -, . . , ..... _ 

Current Liabilities 

36,000 

40,000 


2.3: 1 

= 3.37 :1 

flnirlr m.in Qu ' Ck ASSetS 

14,000 

27,500 

^ Current Liabilities 

36.000 

40,000 


0.40:1 

= 0.69:1 


{a) The reasons for the progressive deteriotasion in the financial position 
inspite of the rapidly increasing trading activities are: 
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(i) There has been a sizeable increase in 'he fixed 

period of 1976. They have increased from Rs^ 20 uuu it . v 
Rs. 44,000 in 1976. They have more than doubled auri g 

period of one year. , 

ca. kAK 'sSS? k sci as 

resulted in increased income tax liability. From Rs. 2U.UU 
increased to Rs. 80,000 in 1976. 

The acquisition of sizeable long lived assets and increased liability for 
income tax have contributed to steady deterioration in the financial position o 
the company. For every rupee of current liabilities the company has 67 paise 
of liquid resources. 

The amount of the interest charges on bank overdraft is steadily merging 
with the increase in the size of the overdraft. Since bank credit is costlier it 

has reduced the profit of the company. 

(b) The possible steps which might be taken to improve the situation: 

(/) The percentage of net profit to sales was 20% in 1973 which has 
gone up to 28% in 1976. The profitability of the company warrants the issuei of 
equity shares sufficient to liquidate the bank overdraft. This wi11 reduce the 
impact of interest and will raise the net profit of the company which can be 
paid to the shareholders in the form of dividend. 

It is a sound financial policy that fixed assets must be financed out of long 
term capital. 


Working Notes 


Purchase of Raw Materialand 
cost of Direct Material 


1975 

Rs. 

2,25,000 

1976 

Rs. 

2,80,000 

Add Overheads 


70,000 

80,000 

Total Cost 

2,95,000 

3,60,000 

Cost per Unit 


2,95,000 

3,60,000 


= Rs. 

17,000 

17.35 

20,000 
Rs. 18.00 

Closing Stock in Units 


4,000 

6,000 

Valve of Closing Stock 

4,000 X Rs. 17.35 6,000 X Rs. 18.00 


= Rs. 

69,400 

Rs. 1,08,000 


1,08,000 

69,400 


Increase in Stock 


1976 

1975 


Rs. 38,600 
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Problem 28 


From the following Balance Sheets of Omega Ltd., compute the following 
as at 31st March, 1974 and 31st March, 1976. 


Liabilities: 


As on 31st March 
1974 1975 

(Rupees in lakhs) 

1976 

Paid-up Capital 

Borrowing (Long Lerm)— 


194 

194 

194 

(0 From Banks 


68 

97 

124 

00 From others 


281 

343 

379 

Current Liabilities 


52 

54 

99 

Assets: 

Total 

595 

688 

79(T 

Gross Block 


355 

356 

361 

Less: Depreciation 


69 

95 

122 

Net Block 


286 

261 

239 

Current Assets 


143 

199 

234 

Profit and Loss a/c 


166 

228 

323 


To*al 

595 

688 

796 


(a) Debt Equity Ratio 

(b) Working Capital 

(c) Current Ratio 

id) Fixed Assets Ratio. 


Solution 

(a) Debt Equity Ratio: 


Long term Debt: 
From Banks 
From Others 


Equity 

(—) P & L A/c Bal. (Dr). 


Debt/Equity Ratio 


Debt (Long Term) 
Equity 
(Rs. in lakhs) 


1974 

1976 

Rs. 

Rs. 

68 

124 

281 

379 

349 

503 

194 

194 

166 

323 

28 

— 129 

349 

503 

28 

— 129 
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(b) Working Capital 

31.3.74 31.3.76 

Rs. 

KS. 

Current Assets 

143 

234 

99 

Current Liability 

52 

Working Capital 

91 

135 

(c) Current Ratio: 

Current Assets 
Current Liabilities 



143 

234 


— 

- ■ — 


52 

99 


= 2.7 : 1 =* 2.4 : 1 


(d) Fixed Assets Ratio 
Net Block 
Equity Capital 


Net Block 
Equity Capital 


(Rs. in lakhs) (Rs. in lakhs) 



31.3.74 

31.3.76 


286 

239 

194 


194 

166 

28 

323 129 

- 

a = 

_ — = = 


286 

239 


28 - 129 

10.2 : 1 There is a 
deficit 
— 1.85 : 1 

Problem 

The following is the Balance Sheet of Rajesh & Co. Ltd. on 31st March, 
1976. Comment on its financial Stability- 


Liabilities 


Assets 



Rs. 


Rs. 

Share Capital : 




10,000 Shares of 


Land and Buildings 

70,000 

Rs. 10 each, fully 


Plant and Machinery 

1,75,000 

paid up 

1,00,000 

Stock-in-trade 

1,00,000 

Profit and Loss 


Sundry Debtors 

50,000 

Account 

15,000 

Bills Receivable 

5,000 

General Reserve 

20,000 

Cash at Bank 

20,000 

Development 




Rebate Reserve 

10,000 



Bank Overdraft 

2,00,000 



Sundry Creditors 

50,000 



Bills payable 

25,000 




Rs. 4,20,000 


Rs. 4,20,000 

Solution 





Financial stability refers to the capicity of an undertaking to meet its 
financial obligations—both short term and long term. An undertaking should 
keep a constant watch over its financial position. It should retain sufficient 
liquid funds to meet its short-term financial obligations. Also, it should so 
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plan its capital structure that adequate long-term funds are available to it with¬ 
out raising a doubt in the minds of the investors about the safety of their funds 
or regularity of payment of the interest or the dividend. This really means that 
the company should have a proper mix of loan and own funds. 

To comment on the solvency and liquidity position of Rajesh & Co 
Ltd. on the basis of its balance sheet as on 31st March, 1976, a number of 
ratios may be calculated. 

Ratios showing short-term financial conditions. Th c following ratios 
indicate the capacity of the company to meet its short-term obligations : 

(a) Current Ratio: The current ratio of the company is 0.64 as shown 
below: 


Rs. 

Current Assets: Stock-in-trade 1,00,000 

Sundry debtors 50*000 

Bills receivable 5,000 

Bank balance 20,000 


1,75,000 

Current Liabilities: Sundry Creditors 50,000 

Bills payable 25^000 

Bank Overdraft 2,00,000 


2,75,000 

Current Ratio: ^75 0^ or °‘ 64 ' 

The current ratio of the company is quite low. The company is not only 
financing a major part of its working capital from bank loans but also its fixed 
assets are partially financed from such loans. The situation is alarming, both 
from the point of view of liquidity and solvency. It is apparent that the 
company must improve its current ratio. It must cither slow down its activities 
or arrange for more-long-term funds to finance its working capital. It just can¬ 
not survive for long, if the present situation continues. 

( b) Acid Test Ratio: This ratio supplement the current ratio. The ratio 
is worked out as below: 


Liquid Asets: 


Liabilities: 



Rs. 

Cash at Bank 

20,000 

Bills receivable 

5,000 

Sundry debtors 

50,000 


75,000 

Sundry creditors 

50,000 

Bills payable 

25,000 

Bank Overdraft 

2,00,000 


2,75,000 


Acid test ratio: 


75,000 


0.30 i.e. every rupee of current liability is 


2,75,000 

covered only to the extent of 0.30 P. of Liquid Assets of the company. 
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The acid test ratio is highly unsatisfactory and confirms that the company 

is under-capitalised. 

(0 Fixed Assets to Long-term funds ratio: This -‘io ^ows^he^relaUon- 

ship between long term sources fu " ds d an f s ^ fi s X ^ t h at a part of the working 
should always be more than the fixed assets so f lon m funds 

capital can be financed out of them. In thep Hence the 

are Rs. 1,45,000. Against this, the fixed assets are Rs. 2, W . 

ratio of long-term funds to fixed assets is gggh ° f ^ ThU " t ‘° indiC,,eS 

financial institutions. . 

(</) Debt-Equity Ratio: This ratio shows ‘he relationship between the 
long-term funds raised from own sources and the long-term fundsraised f 
outsiders. The Company does not have any long-term debt. Thw> that 

it is losing the opportunity of trading on equity even to the " lc, ? 1 t * 

It can tap long-term sources from outside. This would improve its 
solvency as well as liquidity. As a first step, it may request the bank to convert 
a part of the overdraft into a medium-term loan. This would go a long way in 
improving the financial health of the company In any ca^ ^y f U rthcr 
expansion should be made out of loan raised, say, from the 
Financial Corporation, taking care to include requirements in respect ol working 
capital also, while estimating the funds needed for the expansion. 

Problem 30 

What do you understand by ‘•undercapitalisation" ? 
on the functioning of a company ? 


What are its effects 


Solution 

The term ‘undercapitalisation’ implied that an undertaking docs not 
have adequate funds at its disposal to carry on its activities. It implies that 
the capital that an undertaking possesses is not sufficient in relation to its 
activity levels and requirements. In such a situation, the undertaking attempts 
to maintain its sales at high levels without adequate capital. 

Undercapitalisation arises when an undertaking expands its activities 
without arranging for sufficient capital. It may also happen that some fixed 
assets are acquired on hire purchase basis and that, later, when instalments 
are paid the working capital is badly depleted. 

Undercapitalisation is normally signified by a high turnover ratio and 
a low current ratio. The former indicates that the sale of the enterprise 
are too high, relative to its capital employed and the latter shows that, as a 
result of this situation, the company suffers from an acute shortage of working 
capital. The main consequences of undercapitalisation are stated below : 

1. Acute shortage of Working Capital : 

This results in accumulation of sundry creditors and an acute shortage 
of liquid funds. Short term loans may have to be procured at high rates 
of interest. The financial manager will face the problem of cash manage¬ 
ment in the face of mounting current liabilities. 
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2. Effect on the Profitability of the Company : 

Undercapitalisation may also affect the profitability of the company 
since it may be difficult to make purchases at the proper time or the goods 
may be perchased at high price because of poor credit reputation. Similarly 
the plant and machinery may be expanded too much and the maintenance 
programme may not be carried out properly. 

Problem 31 


Below is given the summarised Balance Sheet and Profit & Loss Account 
of Atlas Private Ltd. for the year ended 31st March, 1976 :— 


Balance Sheet as at 31st March, 1976 


Liabilities 

Rs. 

(in lakh) 

Assets 

Share Capital (Rs. 10 
share each) 

4 

Fixed Assets 

Reserves and Surplus 

3 

Liquid Assets 

Overdraft 

4 

Current Assets 

Current Liabilities 

8 

Othes than 


19 

Liquid assets 


Rs. 

(in lakh) 
11 

3 

5 

19 


Profit & Loss Account for the year ended 31st March, 1976. 

Rs. 

(in lakh) 


To Opening Stock 2 

„ Purchases (less 
„ Returns) 22 

„ Expenses 3 

„ Net Profit 4 


By Sales (less 
Returns 

„ Closing Stock 


Rs. 

(in lakh) 

28 

3 


31 


31 


You are required to make comments on the capitalisation of the company, 
taking into account relevant ratios. 

Solution 

The meaning of the term ‘capitalisation* would imply only a review 
of the structure of long term funds and their utilisation. Since the company 
does not have long term borrowed funds (overdraft not being considered 
as such), only the general financial condition of the company is being 
commented upon. 

The following are the significant ratios : 

(/) Proprietary Ratio 

Proprietors Funds Rs. 7,00,000 __ q *- 

Total Assets 19,00,000 

11 , 00,000 

7,00,000 


(li) Fixed Assets to Long Term Funds 


1.56 
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(i/7) Current Ratio 
Current Assets 
Current Liabilities 


Aowoo = 0 67 
12 , 00,000 


(iv) Liquidity Ratio 
Liquid Assets 
Current Liabiliities 


(v) Net Profit to Proprietary Funds 


3,00,000 

12 , 00,000 

4,00,000 

7,00,000 


0.25 

0.56 


Fixed assets to long-term funds ratio is abn ,^ r ^^ t !‘ ( l gl J na \ha^bout 
in the extremely low current ratio^ It is a we pte funds ln other 

& K5T3? retirements 10 ^ ^ 

assets also meet, the minimum working capital requirements. 


Current Ratio and Liquidity Ratio are also abnorrnaUy low The reason 
as stated above, is that the long-term funds have all been used cq^ 


ine company is -- --- - 1Uf rr> mmnv 

the above that these are not temporary phenomenon, but actually P V 

from ‘fundamental disequilibrium*. It is a case of under-cap.tal.sa 

. . f .... 1 !_ 


is suffering- -- 

tion and may also be a case of overtrading 


The company should immediately look for long-term source* of finance. 
The capital base must be enlarged. Fortunately, the . g 

is good: the profits must be harnessed to strengthen lhefinanc ^ P ° S ’" f 
The company will do well to borrow on long-term basis by the issue ot 
debentures or from financial institutions. 


Problem 32 

Below is given the Balance Sheet of Progressive Ltd. Co. as at 31st March 
1976 together with the Profit and Loss Account : 

Balance Sheet as at March 31, 1976. 


Rs. 

(in thousands) 
Equity Share Capital 500 


Dividend Equalisation 
Reserve 70 

General Reserve 110 

Profit and Loss a/c 190 

6% Debentures 250 

Bank Overdraft 150 

Staff Provident Fund 80 

Creditors 210 

Un-paid Dividend 10 

Proposed Dividend 60 

Provision for Taxation 170 

Provition for Depreciation 250 


Rs. 

(in thousands) 


Trade Investments 


200 

Patents 


30 

Land and Building (at cost) 

320 

Plant & Machinery (at cost) 

650 

Cash at Bank 


88 

Stock : 

Rs. 


Materials 

90 


Work-in- 



Progress 

60 


Finished 



Goods 

160 

310 

Sundry Debtors 

230 


Less: Reserve for 



doubtful debts 

8 

222 
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Rs. 2,050 


Bills Receivable 

30 

Staff Provident Fund 
Investment 

80 

Deposits with Customs 
Authorities 

30 

Advance for Purchase 

of Machinery 

60 

Preliminary Expenses 

30 


Rs. 2,050 


Profit and Loss Account for the year ending March 31, 1976 

Rs. 

(in thousands) 

Rs. 


To Stock: 

Materials 
Work-in-Progress 
Finished Goods 


90 

40 

120 


Sales 

Stock: 

Materials 


Rs. 

(in thousands) 
2,000 
Rs. 

90 


Purchase of Materials 

Wages 

Powei 

Misc. Factory Expenses 
Office Expenses (salary) 
Misc. Expenses 
Selling and Distribution 
Expenses 
Advertisements 
Preliminary Expenses 
Debenture Interest 
Depreciation: 

Plant 

Land & Building 


60 

12 


•Provision for Taxation 
Proposed Dividend 
Balance of Profit 


250 

850 

280 

40 

no 

80 

90 

120 

80 

5 

15 


72 

170 

60 

126 


Work in Progress 60 
Finished Goods 160 


310 


Dividend on Investments 30 
Sales of Scrap 8 


Rs. 2,348 


Rs. 2,348 


ColumrTstatemMt'Jv^ P , re 4 ent * he information suitably summarised in Sing 
Column Statement (Vert.cal Form) showing distinctly the following : 

(0 Total Capital Employed. 

00 Shareholders' Funds. 

(Hi) Gross Profit. 

(iv) Net Operation Profit. 

*0 Cost of Goods sold. 
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Solution 


PROGRESSIVE CO. LTD. 

Balance Sheet as at March 31, 1976 

(Rs. in thousands) 

Rs. Rs. 


Fixed Assets : 

Land and Building (at cost) 
Plant and Machinery (at cost) 
Patents 


Less : Provision for Depreciation 

Net Fixed Assets 
Advance against Machinery 
Trade Investments 

Total—Fixed Investment 


320 

650 

30 


1,000 

250 

750 

60* 

200 * 


1,010 


* While calculating return on investment, these two items should not 
be included in the figure of net capital employed. 


WORKING CAPITAL 
Current Asects 


Cash at Bank 

90 

88 

Stock : Meterial 


Work-in-Progress 

60 


Finished Goods 

160 

310 

Book Debts (net) 

222 

Bills Receivable 

30 

282 

Deposits with customs 

30 


680 


Less: Current Liabilities 


Bank Overdraft 

150 



Creditors 

210 



Un-paid dividend 

10 



Proposed Dividend 

60 



Provision for Taxation 

170 

600 

80 




1,090 

Staff Provident Fund 




Investment 


80 


Less Staff Provident Fund 


80 

Nill 


(0 Total Capital Employed 
Less 6% Debentures 


1,090 

250 



(//) Shareholder’s Funds 
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Represented by : KS - 

Capital Originally Contributed 500 

General Reserve 

Dividend Equalisation Reserve 70 

Profit and Loss a/c (Less: Preliminary Expenses) 160 

840 


PROFIT AND LOSS ACCOUNT FOR THE YEAR ENDED 

MARCH 31* 1976 

(Rs. in thousands' 


Sales 


2,000 

Less : Cost of goods sold (See (v)] 


1,284 

(ill) Gross Profit 


716 

Less : Operating Expenses : 



Salaries 

80 


Miscellaneous Expenses 

90 


Selling and Distribution Expenses 

120 


Advertisements 

80 

370 

(iv) Net Operating Profit 


346 

Add : Non-operating Income 

30 


(Divident on Investment) 



Less : Non-operating Expenses 

15 

15 

(Interest on Debentures) 


361 

Less : Preliminary Expenses Written off 


5 


Profit before Tax 
Less : Income Tax payable 

Profit after Tax 
Less: Proposed Dividend 

Profit retained in the business 


356 

170 

186 

60 

126 


(v) Cost of Goods sold : 


(Rs. 000) 


Cost of Goods Manufactured : 
Work in Progress on 1.4.75 
Materials : Opening Stock 
Purchases 


90 

850 


Less: Closing Stock 


940 

90 


c/f 


(Rs. 000) 
40 

850 

890 
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Wages 

Power 

Miscellaneous Factory 

Expenses 

Depreciation 


Less: Sale of Scrap 

Work in Progress on 31.3.76 

Cost of Goods Manufactured 

Add : Opening Stock of Finished 
Goods 

Less : Closing Stock of Finished Goods 
Cost of Goods sold 


1,392 


1,324 

120 

1.444 

160 

1,284 


Problem 33 

Write a note on Over Trading, indicating its symptoms and cure. 

Solution 

A business is said to be overtrading when compared to the 
its production, its capital employed is not adequate. It signifies that . \ 

business is expanding rapidly without sufficient lunds at its disposal. A com¬ 
pany ^overtrading when it tries to do too much with the limited amount of 
capital which it has. Such a company suffers from an acute scarcity of liquid 
& "result, it does not maintain proper stocks of materials and 
depends too much on regularity of supplies for the production process, a s 
does not extend much credit to customers and insists only on cash sales. It cannot 
meet claims of its creditors in time and keeps on delaying payments. 

The situation of over trading arises when, due to certain reasons, a com¬ 
pany expands its business without arranging for a.i adequate capital base. 
Thus, in a period of boom, a company may try to conduct a volume of business 
which cannot be supported by its net tangible worth. Sales may rise rapidly 
without a corresponding increase in the working capital. Thus the company 
does more business than what is warranted by its working capital. Such a 
situation can be easily detected by computing the current ratio and the capital 
turnover ratio. In a business which is over-trading, the capital turnover ratio 
is much higher than the normal. A high capital turnover ratio is therefore 
the main symptom to look for in order to detect a case of overtrading. The 
current ratio in such a case is likely to be very low, signifying that the working 
capital is inadequate to meet the requirements of the business. Such a situation 
is very dangerous since, despite booming sales, the business may fail, consequent 
on its failure to meet its current obligations. Too much dependence is placed 
on an extremely delicate balance of cash flows from sales and collection of 
debts. 

Immediate measures, therefore, must be taken to remedy a situation of 
over trading, These measures include an arrangement for more working 
capital through long term funds. Temporarily bank credit may be obtained 
.to tide over the financial difficulties. Ultimately, however, medium term 
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funds must be raised for adequate working carilal. Therefore, the possibility 
of negotiating a medium-term loan from the bank may be explored. Or, 
medium-term debentures or term deposits may be raised. If the fixed assets 
structure is under too much strain, steps should be taken to create more 
productive facilities so that the maintenance schedule of existing machines 
etc. is not cut down. No business can conduct its affairs, for an appreciable 
length of period, if it does not have an adequate capital base as warranted by 
its activity level. 

Another connotation of the term ‘over-trading’ is that a person or a 
business enters into too big a commitment in a speculative market. Sometimes, 
speculators sell short or buy large quantities in the forward market in the hope 
of making a profit when price moves substantially in the right direction. If 
such commitments are not adequately backed up by finances, all the resources 
may be wiped off by an adverse movement of prices. Many speculators go 
bankrupt because they overtrade and enter into commitments which are too 
much for the financial base which they have. 

Problem 34 

The following is a summarized Balance Sheet of Raman Ltd. as at 31st 
December, 1975: 

Rs. 

Share Capital 4,00,000 

Reserves 5,92,000 

Bank Overdraft 2,88,000 

Trade Creditors 3,20,200 

Rs. 16,00,000 Rs. 16,00,000 

Trade Creditors are equal to the last month’s purchases and Debtors are 
equal to the last two month’s sales. For the half-year ended 31st December, 
1975, sales amounted to Rs. 25,20,000 and the gross profit earned at a uniform 
rate was Rs. 5,04,000. 

The following estimates and information are available: 

(1) With effect from 1st January 1976, goods purchased will cost 25 per 
cent higher and sale prices will be increased by 20 per cent. 

(2) During the half year ending 30th June, 1976, quantities sold are 
expected to be 10 per cent higher than the quantities sold in the 
preceding half-year. Sales for January are estimated at Rs. 6,86,400 
and for the remaining five months the sales will be evenly spread. 

(3) Credit terms for purchases and sales will remain unchanged. 

(4) Closing stock on 30th June, 1976 is expected to be 10 per cent higher 
in quantity than on 31 st December, 1975; purchases being spread 
evenly throughout the year. 

(5) All expenses will be paid within the month in which they accrue 
and are estimated at Rs. 32,400 per month. 

(6) No fixed assets are proposed to be acquired or sold during the 
period. 

You are required to prepare a projected Profit and Loss Account for the 
half year ending 30th June, 1976 and a projected Balance Sheet as at that date. 
Interest and Depreciation may be ignored. 


Rs. 

Fixed Assets 2,24,000 

Stock 5,76,000 

Debtors 8,00,000 


PROBLEMS WITH SOLUTIONS 


295 


Solution 


Projected Profit & Loss Account of Raman Ltd. 


Opening Stock 
Purchases 

Gross Profit 

* 

Rs. 

5,76,000 

28,44,000 

6,98,400 

Sales 

Closing 

Stock 

Rs. 

33,26,400 

7,92,000 

41,18,400 


41,18,400 

Expenses 

Net Profit 

1,94,400 

5,04,000 

Gross Profit 

6,98,400 


Rs. 6,98,400 

Rs. 6.98,400 

Projected Balance Sheet as 
Rs. 

Share Capital 

Reserves 5,92,000 

Profit and Loss 

Account 5,04,000 

Trade Creditors 4,74,000 

Bank Overdraft 1,02,000 

on 30th June, 1976 

Fixed Assets 
Stock 

Debtors 

Rs. 

2,24,000 

7,92,000 

10,56,000 


20,72,000 


20,72,000 


Working Notes : 

(1) Sales and Book Debts 

Sales for the six months ending on 30th June, 1976 : 

Sales for the months ended 32.12.1975 
Add 10% increase in quantity 


Add 20% increase in price 
Total 

Sales for January 

Sales for the remaining five months 

Book Debts equal to two month’s Sale 


Rs. 

25,20,000 

2,52,000 

27,72,000 

5.54.400 

33,26,400 

6.86.400 

26,40,000 

10,56,000 


(2) Gross Profit Percentage: 

Six months to Six months to 



31.12.75 

30.6.76 

Sales 

100 

120 

Cost of Sales 

80 

100 

Gross Profit 

20 

20 

% on Sales 

20 

165 
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(3) Purchases to be made : 

Sales (as per 1) 

Less : Sales of Stock on 
31.12.75 : 

Add Profit (25%) 


Rs. Rs. 

33,26,400 

5.76,000 

1,44,000 


7,20,000 


Add 20% increase in 

price 

1,44.000 

8,64,000 

Sales out of Current 




Purchases 



24,62,400 

Gross Profit @ 16.2/3% 


4,20,400 

Cost of Sales 



20.52,000 

Cost of Sales 



20,52,000 

Add : Stock on 31.6.1976 



Stock on 31.12.75 


5,76,000 


Add 10% 


57,600 




6,33,600 


Add 25% increase in price 

1,58,400 

7,92,000 

Total—Purchases 



28,44,000 

Purchases per Month (l/6lh) 


4,74,000 

(4) 

Bank 

Account 



Rs. 


Rs 

Sundry Debtors 


Balance b/d 

2,88,000 

(Opening) 

8.00.000 

Expenses 

1,94,4,00 

Sales and Receipts 


Trade 


from Customers* 

22,70,400 

Creditors 


Balance /d 

10,2,000 

(Opening) 
Purchases and 

3,20,000 



Payment to 
Creditors** 

23,70,000 

Rs. 

31,72,400 

Rs, 

31,72,400 


*Rs. 33.26,400 less Debts outstanding. Rs. 10,56,000. 

**Rs. 28,44.000 less amount still payable Rs. 4,74,000. 

Problem 35 

Prakash Ltd. carries on the businesses of retail stationers and manu¬ 
facturers of cricket balls. Its summarized accounts as on 31st March show 
the following position:— 
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Balance Sheet 



Rs. 


Rs. 

Issued Capital 24,000 


Freehold Premises 

1,00,000 

Equity Shares of Rs. 10 
each, fully paid 

2,40,000 

Plant and Machinery 

70,000 

Reserves 

80,000 


1,70,000 


3,20,000 

Current Assets 

2,10,000 

Current liabilities 

60,000 



Rs. 

3,80,000 

Rs 

3,80,000 

■_ * - - ~ 

Profit and Loss Account 



Rs. 


Rs. 

Taxation 

25,000 

Profit from : 


Dividends (gross) 


Stationery 

35,000 

Interim 2\% paid 

6,00 j 

Manufacturing 

20,000 

Final 7J% proposed 

18,000 



Added for reserves 

6,000 



Rs. 

55,000 

Rs. 

55,000 


The turnover for the year from stationery amounted to Rs. 2,80,000 and 
from manufacturing Rs. 2,00,000. 

The Directors, at the beginning of the financial year, were Mr. Charan 
(Chairman), Mr. Dayal, Mr. Ashok and Mr. Prakash. Mr. Prakash retired 
on 30th September, 1975 and Mr. Rajesh was appointed to fill the vacancy 
on 1st October, 1975. The Directors’ shareholdings at the beginning of the 
financial year were :— 

Mr. Charan 
Mr. Dayal 
Mr. Ashok 
Mr. Prakash 

Mr. Rajesh owened no shares on becoming a Director, but purchased 
300 shares on 1st January, 1976. 



On 30th June, 1975, 4,000 new shares of Rs. 10 each were issued at par 
by way of rights to existing shareholders on the basis of one new share for 
every five held. Each director took up his entitlement under the terms of 
issue. The proceeds of the issue to purchase additional plant and machinery 
costing Rs. 36,000 for use in the manufacturing business. 

During the year the directors were advised that the value of the Company's 
freehold premises amounted to Rs. 1,50,000. 

31st ‘° F*?*!® the directors' Report for the year ended 

Jist March, 1976 for submission to the members in compliance with the 

Act ’ 1956 - Your answer should cover an 
5 ed ? y the , Act and assumptions will need to be made where the 
figures and narrative in the question appear to ' ' ~ 
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Solution 

PRAKASH LIMITED 
Report of the Directors 

The Directors submit their report for the year ended 31st March, 1976 
(1) Principal activities : 

Throughout the year lhe business of the company was the retailing of 
stationery and manufacture of cricket balls. 

(2) Accounts: 

Rs. 

The Net Profit of the Company before taxation amounted to 55,000 
Tax deducted 25,000 

Net Profit after Tax 

This amount has been, or will 
be dealt with as follows : 

Transferred to reserve 
Dividends : 

Interim dividend of2l% paid 
Final dividend of 71% proposed 


Rs. 30,000 


(3) Turnover and profitability : 

Proportion of total Profit before 
turnover per cent taxtation 

Activity Rs. 

Retailing of stationery 58.3 35.000 

Manufacture of circket balls 41.7 20,000 

(4) Directors : 


The following directors held office throughout the year : 

Mr. Charan (Chairman) 

Mr. Dayal 
Mr. Ashok 

Mr. Prakash retired on September 30th, 1975, and Mr. Rajesh was 
appointed to fill the vacancy on October 1st, 1975 

(5) Directors’ interest : 

The interest of each director in the equity shares of the Company 
at the beginning and end of the financial year as shown by the Register of 
Directors’ shareholdings were as follows : 
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April 1st. 1975 
number of 
shares 


March 31st, 1976 
number of 
shares 


Cham 

Dayal 

Ashok 

Rajesh 


1,000 

800 

500 


1,200 

960 

600 

?00 


Rajesh held no shares at the date of his appointment to the board. 

(6) Issue of Shares: i««u e d 

On June 30th. 1975. 4 000 ne " “the bas s of one new share 

at par by way of rights to exiting shareholders on 

ThCuCsc of the issue was to purchase a^Uonal plant and machinery 
costing Rs 36,000 for use in the manufacturing business. 

(7) Market value of fixed Assets: . at 

The freehold premises of the company were valued during y 
Rs. 1,50,000. 

(8) Employees: 

(a) The average number was 151. 

(b) Their aggregate remuneration was Rs. 2,02,501. 

(c) No employee has been paid more than Rs. 3,000 per month. 

Exports 

Exports totalled Rs. 1,71,000. 

Political and charitable contributions 

Gifts for Charitable purposes during the year ^ lhe board , 

B. Chandra 

November 17th, 1976. Secretary. 


(9) 


( 10 ) 


(In accordance with the instruction in the question to coycr all aspects 

required by ^hc Companies Act, 1956, the information given in paragraphs 

8 to 10 above has been assumed). 


Problem 36 


Govind, a farmer, plans to erect additional farm building^ at a cost of 
Rs. 1,800, payment to be made in November, 1976. He realizes that. 
ncel to apply for more bank borrowing facilities than usual, and in December, 
1975 makes reasonable estimates of his likely transactions during 1976. 


He makes the following assumptions: 

(1) Balance at Bank on 1st January, 1976 will be Rs. 750. 

(2) Monthly outgoings for wages and normal farm expenses will be 
Rs. 200. 

(3) The quarterly rent of Rs. 100 will be paid on the usual quarter days. 

(4) The main crop, barley will be sold for cash in August for Rs. 45,00. 
The estimated crop will be 20,32 qt. The cost of the seed, 
fertilizers and planting is estimated at Rs. 600, payable in April, and 
in addition harvesting expenses of Rs. 200 will be paid in August. 
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(5) Subsidiary income is estimated at Rs. 700 from sale of feedstock in 
April and Rs. 100 from sale of hay in June. 

(6) The 1975-76 taxability has been assessed at Rs. 400 and will be paid 
on the due date. 

(7) Personal drawings are estimated at Rs. 100 per month, with an 
additional amount of Rs. 200 in February. 

(8) It is not proposed to incur any capital expenditure during 1976 other 
than that relating to the additional farm building and the total 
provision for depreciation on all fixed assets for the year is to be 
Rs. 200. Sundry creditors in respect of farm expenses will be Rs. 125 
more at the end of the year than at the beginning. You are required 
to prepare (a) a Cash Budget and (b) a Statement of Budgeted Profit 
and Loss Account for the year. 
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GOVIND’S 

(b) Statement of Budgeted Profit for 1976 



Rs. 

Rs. 

Rs. 

Sale of barley 


4,500 (1) 


Less : Seed, fertilizers and planting 

600 (6) 



Harvesting expenses 

200 (7) 

800 



— 

— 

3,700 

Sale of feedstock 



700 (2) 

„ „ hay 



100 (3) 




1 8 
• 

Less : Expenditure : 




Wages and farm expenses 

2.400 (4) 



Increase in creditors 

125 




— 

2,525 


Rent 


400 (5) 


Depreciation 


200 





3,125 

Net profit 



Rs. 1,375 


Problem 37 

You are the financial director of Fertile Farms Ltd., a company engaged 
in three activities; farming, mcrchanting of fresh and processed fruit, and 
potato packing. Budgets are not prepared. The following figures appeared 
in the profit and loss account for the year ended 30th September, 1976 and in 
the balance sheet as on that date, as prepared for management purposes : 

(Rs. 000) 



Farms 

Merchanting 

Packing 

Sales 

360 

1,600 

400 

Fixed Assets Replacement 




Cost 

440 

350 

130 

Working Capital 

210 

750 

150 

Total Assets Employed 

650 

1,100 

280 


The board seeks a return of 10% on total assets employed as shown in the 
company's management balance sheetd and it is at this level that they approve 
new investment. Past experience averaged over several years has led them to 
expect the percentages of profit margins, to sales, and the returns on assets 
employed, to be as follows : 

Farm Merchanting Packing 

Profit Margin as a Percen¬ 
tage of Sales 30% 5% 2% 

Return on Assets Employed 11% 7% 4% 

You learn at a meeting between the Chairman, the Managing Director 
and yourself that the Managing Director intends to put forward two capital 
proposals to the Board for approval. 

His first proposal is to build a cold store and freezing plant at a cost of 
Rs. 1,00,000. He says that this will lead to direct annual savings in storage 
and transport costs of 16,000/-. He will require additional working Capital of 
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P His second proposal is to automate the potato V***^*^ labour 
cost of Rs. 70,000 He ^ ^‘^no ncrease immediately, neverthe ess the 

Will i- « -her coUect.on 

debts. 

You are required, for the Chairman, to : 

(a) (i) prepare a statement showingtheCaP'laUmp oye shown 

eved in g the past, 

(ii) indicate the difference between the actual capitals employed and 
those calculated in (i), and 

(iii) 

and assuming that the same percentage profit margins n 
achieved as in the past, and 

(b) prepare computations showing : 

(i) the profit margins and returns on Assets employed of each of the 
two proposals, and 

(ii) whether the proposals are acceptable on the basis of the Board s 
objective and the information given. 


Solution 


) 

Farms 

(Rs. ’000) 
Machinery 

Packing 

r 

Sales 1975-76 

360 

1,600 

400 

Expected profit 30% 

108 (5%) 

80 (2%) 

8 


(i) Justified Capital 
Employed 


Actual Capital 
Employed 

(ii) Differences 


108X^982 80X^.1,143 

650 1,100 

-332 -43 



280 
+ 80 


(iii) Criterion Return 
(10 per cent) 

65 

110 

Expected Prfit 
(as above) 

108 

80 

Excess (Shortfall) 

43 

(30) 


28 

8 

( 20 ) 


Total 

2,360 

196 


2,325 

2,030 

-295 
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(b) (i) Cold Store and Freezing Plant. (Rs. ’000) 
Savings in Storage and Transport 
Costs 16 

Profit Margin at 5% on Increased 
Sales of Rs. 4,00,000 based on past 
experience 20 

Annual Profits — 

Assets Employed: Plant 100 

Working Capital 200 


36 

300 


Annual Return on Assets Employed 
Automation of Potato Packing 
Line Annual labour cost savings. 
Assets Employed 
Annual Return 


12 per cent 

6 

70 

8.6 per cent 


Note : It is assumed that cost savings are net of plant depreciation. 


(ii) Acceptability of proposals 

The cold store and freezing plant proposal meets the Board’s criterion of 
a 10 per cent, return on assets employed, the automation proposal, however, 
would need to effect a Rs. 10,000 reduction in working capital by earlier debt 
collection in order to satisfy the objective, i.e., reduction of assets employed 
by Rs. 10,000, would mean that the labour cost savings will represent an 

. (6000 X100\ 

incremental return of 10 per cent.I - ^qqo o— I 

Using 1975-76 figures as a base, the first proposal will increase the mcr- 
chanting activity return from 7 per cent to 8.3 per cent. ( ^ 4 qq) Thc second 

proposal will maintain the packing activity return at 4 percent (^ ex¬ 


cluding any possible reduction in assets employed effected by debt collection. 
Total return on assets employed will not. however, be affected if the two pro¬ 
posals are adopted, viz— 

Expected Assets Return 

profit employed per cent 

Expected 1975-76 196 2,030 9.66 

Including Proposals 232 2,400 9.67 

No information is provided concerning the useful life of the plant, the 
time span of the expected benefits nor of the company’s financial and taxation 
position. Such information may be crucial to a meaningful apprisal of the two 
proposals. Certain superficial observations, however, may be made in the light 
of figures available, i.e. : 

(a) All three activities disclose low asset turnover rate but the farms 
activity compensates for this by high profit margin. Consequently one would 
expect that investment priority would be directed at sales expansion for Farms 
and at increasing the profit margins of the other activities. 

(b) The two proposals represent an increase in asrets employed of 27 per 
cent, and 25 per cent, for the merchanting and packing activities respectively. 
Investment of such magnitude would surely require more concreate justification 
than that provided by the Managing Director. 

(c) If the activities are independent of one another, and the fact that the 
first proposal will increase merchanting sales by 25 per cent, without affecting the 
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other activities indicates ^n'such a sSon, “the rc 

ing activities may be fundamentally uneconomic for this comp y 
to cure their weaknesses could impair the farm activity. 


Problem 38 

2. Mr. Funds has been approached by Expansion Ltd., with a view to 
his lending the company Rs. 50,000 for 5 years at an interest rate ot 12 

Mr. Funds has been given the following summarised information from the 
Company’s accounts. 

Balance Sheets as on 31st, December 



1974 

1975 

1976 


Rs. 

Rs. 

Rs. 

Share Capital 

50,000 

50,000 

50,000 

Revenue Reserves 

35,000 

38,000 

40,000 

6% Debentures 

32,000 

24,000 

16,000 


1,17,000 

1,12,000 

1,06,000 

Fixed Assets : 




Leasehold Property 

12,000 

9,000 

6,000 

Plant and Machinery 

44.000 

35,000 

28,000 


56,000 

44,000 

34,000 

Current Assets : 




Stock and Work in Progress 

64,000 

62,000 

72,000 

Debtors 

54.000 

55,000 

60,000 

Development Expenditure 

19,000 

22,500 

26,000 

A 

1,37,000 

1,39,500 

1,58,000 

Current Liabilities : 




Creditors 

27,000 

28,000 

30,000 

Corporation Tax 

12,000 

11,000 

11,000 

Bank Overdraft (secured) 

37,000 

32,500 

45,000 

B 

76,000 

71,500 

86,000 

Net Current Assets A—B 

61,000 

68,000 

72,000 


1,17,000 

1,12,000 

1,06,000 
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Profit and Loss Accounts for the Year 


Ended 

1 

4-* 

u» 

•o 

4) 




1974 

1975 

1976 


Rs. 

Rs. 

Rs. 

Sales 

3,25,000 

3,35,000 

3,60,000 

Cost of Sales: Materials 




Labour and Direct Factory 




Costs 

2,27,000 

2,38000 

2,60,000 


98,000 

97,000 

1.00,000 

Other Costs (sec note) 

68,000 

69,000 

71,000 

A 

30,000 

28,000 

29,000 

Income Tax 

12,000 

11,000 

11,000 

Dividends Paid 

15,000 

15,000 

15,000 

B 

27,000 

26,000 

26,000 

A—B 

3,000 

2,000 

3,000 

i • 

• • 

(1) Other Costs Include: 





1974 

1975 

1976 


Rs. 

Rs. 

Rs. 

Rent 

2,000 

2,000 

2,000 

Depreciation 

10,000 

10,500 

11,000 

Amortization 

3,000 

3,000 

3,000 

Directors’ Salaries 

12,000 

12,250 

12,500 

Bank Interest 

3,500 

3,250 

4,250 


(2) The acquisitions and disposals of fixed assets during the three years 
period have been relatively insignificant. 

(3) Depreciation at 10% and amortization is provided on a straight line 
basis designed to write off the assets over their useful life. 

Mr. Funds is told the following, as to the reason for the need for further 
capital and by way of general explanation : 

(1) Provided that a discount of 10% is given and an additional month’s 
credit is allowed on the additional business, firm orders can be ob¬ 
tained which would enable the unit turnover to be increased by 50% 
over the 1976 figures. 

(2) To enable the additional business to be handled, the directors would 
propose to rent an adjacent factory building of 6000 square feet at a 
rent of Rs. 9,000 p.a. thereby increasing the total available space to 
18,000 square feet. The liability for rates is estimated at 50 p. per 
square foot. 

(3) The cost of additional plant and machinery is estimated at 
Rs. 1,00,000. 

(4) The Company is a private one, the share capital being held by the 
widows of the two founder members. The directors, because they 
have no shareholdings, are remunerated on an incentive basis based 
on turnover. 

(5) In reply to a question asked by Mr. Funds, the directors replied that 
they would not anticipate that the overhead expenses would rise very 
much as a result of the additional turnover. 
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using Y o°^^^ 

reasonably be drawn therefrom. 

Make any calculations to the nearest Rs. 500. 

Solution 

Dear Mr. Funds, 

Proposed Loan to Expansion Ltd. advice 

We have considered the proposition on.^rfo^erhiformation given to you 
and in the light of the accounts § ur reasons 

we regret it is not possible to view the proposition wun 

for this are as follows : 

(1) The amount required to finance the proposed expansion is : 

KS. 

1,00,000 


Cost of Additional Plant and Machinery 
Additional Working Capital (See Schedules) 


61,500 

1.61.500 


«2 : ’S5=-r5=3SS-S 

Rs. 1,50,000. • , , 

(2) Your loan would provide only one-third of the 

therefore, be of the order of Rs. 18,000 per annum. 

lu?L t w OV Howe d verTth^e W will almost certainly be some increase in the total 

cost of office and administration expenses and under then‘ P« sent ,f e V 'increased 
ments the directors will be entitled to additional remuneration on the increased 

turnover. 

(4) The expected profit would, therefore, appear to be little more than 
one-half of the amount needed to pay interest at 12 per cent, per annum on the 
additional loan capital required. 

(5) It is possible that the directors are proposing to raise part of the addi¬ 
tional sum required by an issue of share capita!. In that easelthe estimated 
additional profit might appear to be adequate to meet the Rs. 6,000 per annum 
interest on your loan of Rs. 50,000. However, it would still be unwise to consi¬ 
der this possible investment for the following reasons. 

(6) It is not proposed to form a new and separate company for the pur¬ 
pose of the extended business. The payment of your interest would, therefore, 
depend on the profits of the company as a whole and security of your 
capital would depend on the company’s overall financial position. This is tar 
from satisfactory. 
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(7) Under the heading fixed assets the balance sheets show leasehold 
property, the cost of which is being amortized at the rate of Rs. 3,000 ncr 
The balance of cost remaining at December 31st. 1976, was onlv 
™ £: 000; f° ll ? e ease will terminate in December, 1978. The rent presently 
p« yable under this lease is Rs. 2,000 per annum, but on the assumption that it 
will be possible to renew it in two years’ time it will be necessary to face a 
revised rent of about Rs. 18.000 a year. This would seem to be quite unavoid- 

p a nnn the current rcnl of adjacent and similar premises of half of size is 
its. y,UUU a year. 


t8) Similarly, the Rs. 11,000 provided for depreciation of plant in 1976 
p eP T« e nn S n !° P , Cr C f nt v° f R S-.U0,000 so that at the balance sheet figure of 

ks. Z8,UUU the plant has been written down to about 25 per cent, of cost and is 
rapidly approaching the termination of its expected useful life. 


(9) It would appear that the outstanding 6 per cent, debentures are being 
redeemed at the rate of Rs. 8,000 per annum. This partly accounts for the 
increase in the bank overdraft from Rs. 32,500 to Rs. 45,000 in the year 1976 
and for the proportionate increase in bank interest payable. The repayment 
of this remaining Rs. 16,000 during 1977 and 1978 will thus make further in- 
roads into the Company’s profits and liquid resources. 


In the present finanancil position of the company the proposed extension 
of its business would seem to us to be grossly misconceived. This position 
would appear to have arisen from overtrading in relation to the share capital 
of only Rs. 50,000, from over distribution of profits and from the unsatisfactory 
basis of remunerating the directors which encourages them to build up turnover 
without proper regard to profits. 




Yours truly, 


SCHEDULES 

1. Additional working capital required to finance the proposed expansion : 


Stocks, 50 per cent, of Rs. 72,000 
Debotors, 50 per cent, of Rs. 60,000 
Less : 10 per cent. Discount 

Rs. 

30,000 

3,000 

Rs. 

36,000 

Add : Additional Credit for 

One month (see note below) 

27,000 

13,500 

40,500 

Less : Creditors 50 per cent 
of Rs. 30,000 


76,500 

15,000 



61,500 


Note : Debtors of Rs. 60,000 in relation to a turnover of Rs. 3,60,000 
represent an average credit period of two months in the existing business. The 
additional month’s credit will increase this by 50 per cent. 
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2. Estimated profit (subject to 
extension : 

Additional Sales 50 per cent. 

of Rs. 3,60,000 

Less: 10 per cent. Discount 

Additional Cost of Sales 
50% of 2,60,000 

Rent of Additional Factory 
Rates Thereon : 

6,000 sq. ft. at 50 p. per sq. ft. 
Depreciation of New Plant 
10 per cent, of 1,00,000 

Additional Net Profit, Subject 
to Interest 
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interest) arising from the proposed 

Rs. Rs - 

1,80,000 

18,000 1,62,000 

1,30,000 

32,000 

9,000 

3,000 

10,000 22,000 

10,000 


Problem 39 


SWATANTRA BHARAT CO. (P) LTD. 

This is a private limited company engaged in the manufacture of fine worsted 
cloths. The business is old established and enjoys a good reputation in the 
trade; it has prospered under its present management. 

The bank is asked to renew an unsecured overdraft limit of Rs. 45,000 
for use in case of need. No substantial capital expenditure is contemplated 
and the money, if taken will be used to finance trading. Little use has been 
made of the limit over the past twelve months and the account usually runs in 
good credit. 


SWATANTRA BHARAT CO. (P) LTD. 


Liabilities 

Rs. 

Assets 

Rs. 

Trade Creditors 

35,874 

Cash Credit 

28,378 

Income Tax 


Tax-credit 


4 months 

8,090 

Certificates 

28,000 

16 months 

24,000 

Debtors 

65,204 (f) 

Dividents 

(Gross) 

13,410 

Stock 

1,14,813 (d) 



81,374 (b) 

2,36,395 (c) 

Capital 

1 ,00,000 

Freehold 

Property 

35,271 

Reserves 

Profit and Loss 

49,100 

Plant etc. 

49,501 

Account 

90,693 (h) 




Rs. 3,21,167 (a) 


Rs. 3,21,167 (a) 
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Rs. 

Profit (year) 36,000 (g) Sales (year) 

After- 

Tax 24,000 

Depreciation 7,768 

Directors’ 

Remuneration 12,500 

A survey of the figures reveals the following points : 

(i) That at the date of the balance sheet the company had at its disposal 
assets shown at Rs. 3,2,1,167 (a). No fictitious or intangible assets 
are included in this figure. 

W) That at the same date the company’s debts totalled Rs. 81,374 ( b ) 
(including a sum of Rs. 24,000 for Income Tax not due for some 
months after the balance sheet date). 

(Hi) That the company’s debts were covered nearly four times over by 
assets. In other words, if the assets were worth together only, one- 
quarter of their aggregate balance sheet value all the debts could still 
be paid in full. 

(iv) That the company had a surplus of Rs. 2,39,793 (a) minus ( b ). 

(v) That out of total assets of Rs. 3,2,1,167 (a) no less that Rs. 2.36.395(c) 
consisted either of cash or of items easily and regularly turned 
into cash i.e. current assets. Thus, obviously, the company could 
pay all its creditors without having to sell its factory or plant; in fact 
the current assets are almost sufficient to cover all debts three times 
over (c) compared with (b). Thus, the balance sheet shows a liquid 
position—which is strong one. 

(W) That stocks on hand were not too high in relation to sales [(d) com¬ 
pared with (e) shows stocks on balance sheet date equivalent to about 
one-fifth of the total sold during the preceding year). This is a manu¬ 
facturing business and some time necessarily elapses between the 
purchase of yarn and the sale of cloth. If it were a purely merchant- 
ing business, selling goods in the same state as that in which it bought 
them, a higher rate of turnover of stocks might be expected, and 
would be evidenced by a stock figure which formed a smaller fraction 
of the figure for annual sales. Whether in any given case stocks are 
too high in relation to sales cannot be estimated without some know¬ 
ledge of the course of business followed and where a banker is in 
doubt he should talk the matter with his customer and use his own 
common sense and experience. 

(vii) That debts were not unduly high in relation to sales [(/) compared 
with (e) suggests that only one-ninth of the goods sold during the 
year had not been actually paid for on the date of the balance sheet.] 
Here, again knowledge of the course of business pursued by the cus¬ 
tomers is necessary for an intelligent view. In this case sales would 
be on credit terms (few businesses, except retailers, sell much on cash 
terms now a days) and a total of one-ninth outstanding suggests 
about 5-6 weeks’ credit, varying, of course, if the trade has a heavy 
seasonal swing. At all events if the outstanding one-ninth contains 
any debts which may prove to be bad the company has a surplus 
large enough to stand the loss. Bad debts are not probably, however, 
where a business has the successful profits record that this one can 
show. 


Rs. 

5,65,000 (e) 
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(vitt) That good profits were earned duringand “eft inThe busi- 

ness need not r^mairfin the°profit .^5? * ^ ss account ’ bu ‘ m3y ^ 
as reserves, or may have been cap.ta 'se - ^ ^ ^ required 

(fx) The only puzzle is * h V “ ° ve , r ^contracts coincided the account 
b»eiSSS ovwdrawn. Possibly the directors are 

ing, renewal of the overdraft facilitiwmigh directors ask for renewal 

usual form of application to his hc ^ office trading. Probably no over- 

for use in case of need m the ordinary c . .. j he j a test balance sheet 

draft will be taken unless large contracts wmade. Jh Rs 81f00 o an d 

is attached, showing a surplus. of Rs.2 40,000 ovcMiao ^ be 

ris? 0n Good i< profits"co ; n tinue U) 0 breamed and a substantial proportion is left 
in the business." 

Head office ought to give an unqualified sanction. wp 

Before leaving the balance sheet of Swatantra BharatJ=* £ 

will briefly examine the prjnc.p“ *heet The distinctive feature 

assets into two groups as follows: 

LIABILITIES SIDE 

1 Ahove the line All the true liabilities of the business, including 
provision for liabilities not yet due and including alwi any reserves 

^e\ h e%e a sh U ou!d Of be P Ih:wn° n IU™e 0S ^‘thT^or^bdow. depends on' an assess 

fo?w>ine &r.JKE- 'S'Sjszt* £ 

the reserve should go above the line. F °r instance, a res,: P fi d 

Sfi 'MS stock*rcserve ^viU“also g abovMhe 

line if it indicates a doubt whether the stock will realize the figure at which 

is extended in the balance sheet. 

If there is any doubt about the purpose of a reserve, enquiry should be 
made of the directors. 

2. Below the line. Here are placed the capital, the remaining reserves 
and the balance of profit and loss account if in credit If profitand loss 
account is ‘in the red', i.e. in debit, it will appear among the ficitit.ous assets 
on the other side of the extraction of the balance sheet, and, together with other 
fictitious assets, should be deducted from the total of capital and reserves in 
order to arrive at the true surplus, or net worth, of the business as disclosed in 

the balance sheet. 


ASSETS SIDE 

1. Above the line: This is the place for the current assets, i.e. those rela¬ 
ting to the day-to-day trading. For an ordinary commercial or industrial 
business they will consist of cash; debtors; stock; work-in-progress. With these 
should be included any marketable i.e. quoted investment and also any tax 
credit certificates, or other temporary deposits of cash, such as with Local 
Authority for Telephone, Electricity deposits. Building Society deposits etc. 
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Certain items which accountants include amongst the current assets are 
better placed for our purposes below the line with the fixed assets. These 
include non-quoted investments; investments in and amounts due by subsidiary 
or associated companies; and loans to directors. Pre payments also are usually 
placed below the line, but the amount is commonly quite small and so the noint 
is not very important. v 

2. Below the line: Here are set out the fixed assets—land and buildings 
plant, motor lorries, etc. the intangibles such as goodwill, patent rights and 
allied items; fictitious assets such as preliminary expenses or a debit balance on 
profit and loss account; and any other assets which either do not relate to the 
day-to-day trading or are in any way dubious. Amounts owing by the directors 
or by associated companies go below the line not because they are considered 
bad, but because payment is frequently a matter or arrangement between the 
parties and may not arise naturally in the ordinary course of business. 

To sum up: On the liabilities side the horizontal line divides the true 
liabilities and provisions from the capital and free reserves. On the assets side 
it divides the current assets from the rest. 

The extraction of a balance sheet is not a complex matter, but it calls for 
some judgment and also for some consistency of practice if the results are to be 
clear and simple to grasp. Each person should ascertion and follow the practice 
of his own bank, but it is better to do so with understanding than by rule of 
thumb. 

At the foot of the extraction there are certain figures taken not from the 
balance sheet, but from the usual accompanying accounts. Below the assets 
column appears the total of sales for the year, which may be obtained from 
the trading account. Below the liabilities column appears the net profit figure 
after allowing for tax and for the other items shown. The net profit (or loss) 
figure should always be compared with the increase or decrease in the surplus 
since the date of the last balance sheet and any difference accounted for. Any 
exceptional features, such as the introduction of fresh capital, the recovery 
or writing back of tax, profits or losses on sale of capital items, should be 
specially noted: Thus, the proposed limits involves no risk. 


Problem 40 


RAJIV CO. LTD. 

Rajiv Co. Ltd. are general merchants and shippers, buying a miscellaneous 
range of goods and selling them at home or abroad wherever they find a suitable 
market, Some of their special lines arc manufactured for them under contract. 
The account is an old one. The managing director is the son of the original 
founder and there is another director who joined the board of directors when 
the company absorbed another business some year ago. Both directors are 
respected and trustworthy 

There is an overdraft limit of Rs. 15.000, originally granted for trading 
porposes and this is unsecured except for the joint and several gurantes of 
the directors. Formerly the account fluctuated well and credit balances were 
often seen, but over the past year there has been a marked change; fluctuations 
have grown progressively less, the overdraft now rarely falling below Rs. 12,000 
and there have been some excesses. 

The new balance sheet accompanies a request for continuance of the 
limit. (>:..! 
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RAJIV CO. LTD. 


LIABILITIES 

Trade Creditors 

Loan Creditors 

Bank 

Rs. 

45,788 

7,412 

14,626 

ASSETS 

Cash 

Debtors 

Stock 

Rs. 

376 

37,972 

31,732 

Capital 

Reserves 

Profit and Loss 

Account 

67,826 

32,000 

804 

2,182 

Furniture, Motors etc. 
Shares in Subsidiary 
Companies 

Loan to a Director 
Patents and Licences 
Goodwill 

70,080 

5,902 

23,00 

4,066 

15,466 

4,998 

Rs. 

1,02,812 

Rs. 

1,02,812 

Loss (Year) 
after tax 

Depreciation 

Directors’ Remuneration 

Rs. 

744 

Nil 

636 

4,000 

Sales 

Rs. 

1,56,546 


The figures show liabilities of Rs. 67 826 and total assent — 
giving a nominal surplus of about Rs. 35,000 Howe ^ a ft cr deduction 

sssAffJ? sss s.srrfi at* g* 

ir 

or nothing at all; without a sight of the balance sheets of the companies co 
cerned it would be unwise to harzard a guess. If both these items 
the surplus would fall below Rs. 9,000. 

The liquid position is naturally even bleaker and there is P^ticaUy i o 
liquid surplus (Rs. 2,254 over Rs. 67,826). Profits are a minus quantity after 
the directors drawings of Rs. 4,000. 

Faced with these figures and bearing in mind the 
the run of the account, a branch manager might well feel co " ce [5 nd 4 
the heavier overdraft will have arisen as a result of the 

director, but more than that is needed to accountfor a swing over from an 
in-and-out overdraft to a solid lending of Rs. 12/15,000. Capital * 

Rs. 8/10,000 could account for the remainder of the change and whether this 
is, in fact, the cause may be ascertained by comparing the total of fixed assets 
in the new balance sheet with that in the previous one. If there has been no 
substantial capital expenditure the probability is that amongst the goods pur¬ 
chased during the year some Rs. 8/ 10000, worth have proved unsalable or at 
least have not yet found a buyer. The stock figure of Rs. 31,732 must 
accordingly be suspected. Other possible explanations are that debtors are 
taking longer to pay or that one big debt has been outstanding for a long time 
or that creditors have been insisting upon prompter settlement; there may be 
a combination of these causes. A detailed comparison of the new balance sheet 
with the previous one will help in elucidating the problem, but in the end the 
best plan in such cases is to ask the customer for an explanation and then to 
check what he says by reference to the balance sheet figures. 
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The poor results for the year also throw doubt upon the stock figure. In 
a business like this stocks which have been well-bought and are turning over, 
should naturally produce good profits. 

If the company has, indeed, purchased Rs. 10,000 of goods which are 
unsaleable a serious situation may arise. We have seen that the surplus net 
worth of the business will be only Rs. 9,000. A loss of Rs. 10,000 would 
transform that surplus into a deficit and the company might be forced into 
liquidation. This, in its turn, would create further losses since on a forced 
sale the remaining good stocks could not be relied upon to fetch more than 
50 per cent or so of their balance sheet valuation—say, Rs. 11,000 instead 
of Rs. 21,732. They might not realize more than Rs. 5,000 or Rs. 6,000. 
Thus, the first loss of Rs. 1,0000 on the bad stock might well lead to an 
equivalent or greater loss on a forced sale of the good stock. Any furniture 
and fittings would also sell very badly in a liquidation. 

Of course, there is no need to suppose that a business is faced with ruin 
if it is left with unsold stock or, indeed, if it incurs an outright loss. The 
question is; has the business sufficient reasources of its own to meet the loss and 
in particular has it sufficient liquid resources ? If a company loses money, 
it loses first the profits and reserves accumulated in the past, then its share 
capital and only after these are gone, is the money of creditors imperilled. The 
whole stake of the shareholders in the business-capital, reserves and undis¬ 
tributed profits has to be lost before the creditors lose a paisa. Thus, the 
surplus i.e. networth provides a margin or buffer between the creditors and 
disaster. 

For that reason it is important to ensure that an unsecured lending by 
a bank is not too great in relation to the surplus in the business; that the 
margin of safety is adequate. The adequacy of the surplus in relation to the 
total liabilities should also be watched, since in the last resort it is a margin of 
protection for all creditors. 

What is a proper ratio between the surplus and an unsecured bank lending 
depends so much on the circumstances of each individual case that no useful 
figure can be suggested as there is no formula. It would be rash to lend with¬ 
out security the equivalent of half the surplus in a business if the surplus were 
all sunk in fixed assets or if there were a bad profit record or if unsold stock 
were too high. On the other hand, certain types of borrowers frequently 
borrow much more than their surplus. Grain Traders, for example, may 
overdraw heavily at the peak of their season when they are buying grain to fill 
firm orders 

Returning now to the affairs of Rajiv & Co. Ltd., let us suppose that the 
branch manager ascertains by enquiry that the loan of Rs. 4,066 to a director 
has been used towards purchase of a house for Rs, 6,000 by the junior director 
for his own occupation but that the shares in subsidiary companies are valueless. 
The directors admit that they have paid Rs. 10,000 for stocks which have 
proved difficult to sell, but they still hope to bring off a satis- factory 
deal. 

What the branch manager then decides to recommend will depend largely 
on the value which he is able to attach to the directors' guarantee which is held. 
If it is safely worth Rs. 10,000 there cannot be much risk; if it is of little real 
value some provision against ultimate loss may be advisable. He would in the 
normal course, know something of the position of the guarantors. 

It would not be much use demanding a debenture, because of the publi¬ 
city involved, which, in the circumstances of this company, would promptly 
bring pressure from creditors and unless the limits were increased so that they 
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the debenture would have 


could be paid, liquidation might supervene before 
had time to ‘harden*. 

Thus, the main value of a study of balance sheet is the help it: «jv» towards 
obtaining a clear idea of the business to which it relates. In studying a 
sheet: 

The nature of the business is an important consideration beca se .t 
indicates what the stock consists of and suggests how rapid a turnover ought 
to be expected. 

The nurnose of the proposed advance is an important consideration 
because it indicates whether the advance will be self liquidating, he 'P* to 
whether it should be short term fluctuating, or solid, and enables one to 
estimate whether the result of the lending will be an impairment of the liquidity 

of the business. 

The surplus shown in the balance sheet is important because it represents 
a mirein or buffer which stands between the creditors including the bank and 
disaster It is the stake which the proprietors have in the business and woul 
all have to be lost before creditors could suffer. 

The liquid position is important because it indicates whether labilities 
could be met without recourse to the fixed assets of the business. To ensure 
this there should be a margin of liquidity i.e. liquid surplus of adequate size in 
relation to the true liabilities. Ideally, the total of debtpn plus cash and quoted 
investments if any should equal the true liabilities, including the bank, so that 
thcTstoST belongs to the proprietors. The many exceptions to this rule, how¬ 
ever, make it of limited value m practice. 

The relationship of stock to annual sales is important because it may 
point to over stocking or unsaleable stock. 

The relationship of debtors to annual sales is important as a rough guide 
to the average period of credit granted. 

The profits record is important because if adequate and steady profits have 
been earned they support faith in the balance sheet value of the current assets 
and in the business capabilities of the management. Profits which have been 
left to accumulate in the business indicate growing and prudent control of the 
management. 


EXERCISES 


1. Explain and illustrate the following ratios in the interpretation of financial 
statements. 

(a) Current Ratio 

(b) Stock Turnover 

(c) Credit Ratio 

(d) Operating Ratio 
(<*) Acid-Test Ratio. 

M. Com. Pt. II, 1974 
(Panjab) 

2. “As an indicator of financial management. Ratio Analysis is not infalliable". 

Elucidate. 
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3. Comment on the financial management of a company with the following ratios : 

Actual Standard 


(/) Net Profit Ratio 

6% 

10% 

(//) Current Ratio 

4 

2 

(///> Quick Ratio 

2 

1 

(iv) Gross Profit Ratio 

20% 

20% 

(v) Debtors Velocity 

20 days 

60 days 

(vi) Stock Velocity 

8 

15 

(v/7) Net Profit to Net worth 

4 

12 


4. Describe the effect of each of the transactions listed below on the indicated ratios 
Will the ratio increase, decrease or remain unchanged ? 


Ratio 

(a) Quick ratio of 0.6 to 1 

( b) Average age of accounts receivable 
of 60 days. 


Transactions 

(a) Payment of accounts payable 

( b) Bad-debts written off against 
an adequate balance in the 
reserve account 

(r) Declaration of dividend on 
preference shares 

(d) Conversion of long term debt 
into ordinary shares 

(<*) Change from fifo to lifo dur¬ 
ing period of rising prices 

(/) Purchase of goods for cash 


(c) Equity ratio of 0.60 

(</) Return on total long term capital 

(r) Inventory turnover 

(/) Current ratio of 2 : 1 
B. Com. Pt. Ill, 1977 
(Punjab) 


5. What are the tools and techniques used for financial control ? Give a brief account 
of each one of them and also the use to which they arc put in a specific business situation. 


Management Accountancy 
& Financial Control, 1976 
(Rajasthan) 

6. A company has an asset turnover of 2.35 per year and earns 8% on sales. B 
company has an asset turnover of 4.5 per year and earns 5.2% on sales. Which company 
has the higher return on total investment in assets ? Explain your answer. 

B. Com. Pt. Ill, 1977 
(Panjab) 

7. What points should be borne in mind in critically examining the balance sheet of 
a company ? Explain each one of them fully. 

M. Com. 1977 
(Agra). 

8. Three situations of capitalization are presented below : 



Balance 

Sheet One 


Liabilities 

Rs. 

Assets 

Rs. 

Share capital 

10,000 

Fixed assets 

15,000 

Debentures 

5,000 

Circulating assets 

10,000 

Current liabilities 

10,000 




25,000 


25,000 


< 

CO 

Sheet Two 


Share capital 

10,000 

Fixed assets 

12,000 

Debentures 

5,000 

Circulating assets 

13,000 

Current Liabilities 

10,000 

25,000 


25,000 
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Balance She et Three 


Share capital 

10,000 

Debentures 

5,000 

Reserve fund 

3,000 

Current liabilities 

7,000 

25,000 


Fixed assets 
Circulating Assets 


16,000 

9,000 


25,000 


{Cl) --- 

under correctly captilized. 

ib) How does over-capitalization affect the financial health of a company 

B. Com. Pt. III. 1977 
(Panjab) 

9. Below are given the capital structure and partial earnings data for .wo campanies 
(in thousands of rupees) 


Capital Structure 
Long term debt, 4% 
Preference Shares 6% 
Ordinary Shares 
Retained earnings 

Total capital Structure 


Company A 
2 . 00.000 
2.50.000 
3.50.000 
3.20.000 

lT^.000 


Company B 
1.50.000 
2 . 00.000 
4.00.000 
1.50.000 

9.00.000 


Earnings data : 

Operating income 
Interest on debentures 
Provision for income tax 

Net Income 


2.20.400 

( 8 , 000 ) 

(1,14.000) 

98.400 


49.750 

( 6 . 000 ) 

(25,000) 

18.750 


Compute .he average rate of return (after taxes) on .he long term capital invested in 
these two companies. B Com. p t . HI, 1977 

(Panjab) 

10. Rearrange the following statements in a form suitable for analysis and calculate : 


(1) Liquidity Ratio, 

(2) Current Ratio, 

(3) Fixed Assets Ratio, 

(4) Proprietary Ratio, 

(5) Total Capital Turnover Ratio. 
Condensed Balance Sheet 

Assets : 

Cash at Bank 
Trade Debtors 
Stock in Hand 
Fixed Assets (Net) 

Total Assets Rs. 


Liabilities and Capital: 

Creditors 
Bills payable 
Debentures 

C/f 


1970 

Rs. 

15,380 

11,260 

56,160 

2,17,200 

3,00,000 


1970 

Rs. 

20,000 

12,750 

1 , 00,000 

1,32,750 


1971 

Rs. 

26,020 

11,710 

49,460 

219,810 

307.000 


1971 

Rs. 

16,000 

6,500 

1 , 00,000 

1,22,500 
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Reserves and Surpulses 
Paid-up Capital 

bit 

1,32.750 

67,250 

1 .00,000 

1,22.500 

84,500 

1 ,00,000 


Total 

Rs. 

3,00,000 

3.07,000 


Sales 

Rs. 

1,80.000 

1,95,000 


M. Com. 1977 
(Nagpur) 

Lid. for !he^r f °^ n l^KSe rd .97S l-" 1 ' ,rading ac,ivi “« of Maharash,fa Em., pr i„ cs 


Sales 
Purchases 
Opening stock 
Closing stock 
Sales Returns 

Selling and Distribution Expenses : 

Salaries 

Advertising 

Travelling 

Administration Expenses : 

Salaries 

Rent 

Stationery, Postage etc. 
Depreciation 
Other charges 
Provision for Taxation 
Non-operating income :— 
Dividend on shares 
Profit on sales of Assets 
Non-operating expenses : 

Loss on sale of shares 


Rs. 

5,20.000 

3,22,250 

76.250 

98,500 

20,000 

15,300 

4.700 
2,000 

27,000 

2.700 


16,500 

40,000 

9,000 

3,000 

4,000 


(a) Rearrange the above figures in a form suitable for analysis, and 

(b) Show the following ratios ; and explain their significance : 

(/) Gross Profit Ratio 

(U) Operating Ratio 
(i/I) Stock Turnover Ratio. 

M. Com. 1976 
(Nagpur) 


12 . Bharat Printers Pvt. Ltd. had operated a printing business in Calcutta since 1950, 
when it was founded by Mr. R.K. Ghosh. Mr. Ghosh suffered from a heart attack in July, 
197l.andretired from active interest in business, delegating complete responsibility to Mr. P.C. 
Chakravarty who had joined the company in 1965. It was a family business. Members of 
Mr. Gosh’s family owned 100% shares of the company. Mr. Ghosh died early in 1975, and 
the entire business was inherited by his son Profulla Ghosh who had obtained his M.B.A, 
degree from the Indian Institute of Management, Calcutta in 1974. Profulla Ghosh has 
approached you to advise him whether Mr. chakravarty has been performing in a competent 
fashion and should be retained, or whether he should look for a replacement. 

Mr. Profulla Ghosh has condensed financial statements of the company for the past 
few years with him, and also comparative data of the printing industry for the period. The 
financial statements for 1974 presented in Exhibit.—I are believed to be representative of the 
financial statements of the company and the industry for the past few years. 
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Exhibit -1 

Comparison of Bharat Printers Private Ltd. to Industry 


Condensed Balance Sheet as on December 31 

Bharat Printers Pvt. Ltd. 

(in thousands) 

1973 1974 


Total industry 
(in millions) 
1973 1974 


Assets 

Current Assets : 

Cash 

Temporary investment (at 
market value) 

Accounts Receivable 
Inventory 

Total current assets 

Land 

Buildings & equipment 

Less : Accumulated Depreciation 


Total Assets 


24 

30 

11 

9 

11 

9 

30 

34 

40 

20 

26 

24 

83 

101 

84 

3 

3 

5 

109 

111 

122 

56 

64 

66 

_ 

— 

— 

53 

47 

56 

- 

— 

— 

139 

151 

145 

_ 

■ — 

— 


Liabilities and Capital 
Currents Liabilities : 

Bank loan 
Accounts Payable 
Due to finance companies 
Taxes payable 

Total Current Liabilities 
Mortgages 


Equity Capital 
Retained earnings 

Total shareholders* Equity 

Total Liabilities and Capital 


Rs. Rs. Rs - 

18 18 11 

7 7 16 

14 18 3 

4 _! _ 5 

"43 47 35 

— 14 

■4 7 jT 49 

lo" 30 32 

66 _74_ _64 

96~ 104 96 

U9 151 145 


7 

9 

36 

29 

81 

4 

136 

74 

62 

147 


Rs. 

9 

18 

1 

5 

mm — ■ 

33 

12 

45 

32 

70 

102 

147 


Income Statement for 1974 


Sales 

Cost of sales 

Gross profit 

Selling and administrative expenses 

Operating income 

Bharat Printers 
212.2 

141.1 

71.1 

53.3 

17.8 

Industry 

237.5 

160.6 

76.9 

61.1 

15.8 

Interest paid 

Less: Interest and dividends received 

3.1 

0.3 

1.5 

0.6 

Net interest expenses 

28 

0.9 

Net income before income tax 

15.0 

14.9 
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Incometax 

Net income 
Dividends 

Additions to retained earnings 


4.4 

4.4 

10 6 

10.5 

2.7 

4.4 

7.9 

6.1 


.O confirm yZZZ" ,mPOr,i,n, addi,iona ' information that yon feel is necessary 


-caving a ne, profit of Rs. 34.8W*' 3 ' 98 ' 4 °° 

catcd the following'!’' P " f ° rmance of 80 firm i" the same line as Daulat Ram's trade indi- 


*atio 

Firms with 

average sales 

turnover per 

salesman 

— 


Upto 

Rs. 35000 

Rs. 35000 to 
Rs. 40000 

Rs 40000 to 
Rs. 45000 

Above 
Rs. 45000 


1 . Average number of sales¬ 
men employed ner shop 

10 3 

14.7 

9.3 

10.1 

■ 

2 Sales per Rs. 1000 
wage cost 

8100 

8500 

10400 

12200 


3. Sales per customer 

9.1 

10.8 

12.9 

13.9 


4. Stock turnover (times) 

2.7 

3.5 

3.2 

4 3 


5. Annual Wage cost per 

salesman employed 

3060 

3810 

3590 

4590 


6 . Cost of goods sold to 

sales (%) 

29.4 

26.5 

23.8 

21.9 



Could you help Daulat Ram, who is ignorant of the use of ratios, with a note exnlain- 
ing and interpreting business trends which would be of practical use to him ? 

14. From the following Balance sheets and Profit and Loss statements of two manu¬ 
facturing companies, prepare a brief critical note comparing the financial structure and 
operating performance of these companies. 


(Rs. in Lakhs) 




A 

B 

Share Capital: 




Preference 


_ 

30.00 

Equity 


22.50 

70 00 

Free Reserves 


22.00 

650 

Long-term loans 


22.75 

48.00 

Statutory and Other Provisions 


17.00 

30.00 

Current Liabilities 


60.00 

150.00 



144 25 

334.50 

Fixed Assets: 




Gross Block 


151.50 

353.00 

Less: Depreciation 


63.00 

137.00 


c/f 

88.50 

216.00 
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b/f 


Current Assets 


Net Sales 
Cost of goods sold 

Gross profits 

Interest 

Depreciation 

Other operating expenses 

Net profit 


83.50 

55.75 

144.25 

St = S£ 

122.00 

105.00 

17.00 

1.75 

4.00 

5.25 

6.00 


21600 

118.50 

334~50 

ilroo 

91.00 

66.00 



20.50 


taxes 

profits after tax. , 

needs ' 

X Ltd. Balance Sheet for the Year to 31st December, 19... 


Liabilities 

Rs. 

Capital 

1,000 7% Redeemable 
Preferance Shares 
of Rs. 100 each 

1 .00.000 

5,000 Equity Shares 
of Rs. 10/- each 

50,000 

Debenture Stock at 

Issue Price of 95 

1,50,000 

19,000 

Bank overdraft 

14.C00 

Sundry Creditors, 

Reserves and Credit 
Balances including 

Reserve for Debtors 

110.100 

Profit and Loss 

Account less 

Income tax 

36,550 


Rs. 3,29,650 


Assets 1X3 • 

Sundry Debtors 
and Sundry Debit 
Balances 57,050 

Stock-in-trade 37,200 


Cash 

Building, Plant, 
Goodwill, Patents etc. 
Preliminary expenses 
Loans to Directors 


1,000 

97,300 

8,200 

18,400 


Investments and 
Loans in subsidiary 
companies less Repay¬ 
ments and Loans from 
subsidary companies 1,10,250 
Calls in Arrear 250 

Rs. 3,29,650 


17. The management of ABC Co. Ltd. asks you to review the company’s financial 

statements and submit recommendations as to the steps which may be taken to improve the 

company’s liquid position and the annual net profit. 

They explain that according to the statements below, sales and gross profits have 
increased almost 40% from 1972 to 1974. Inspite of this, the net profit after taxation 
has increased only slightly. The factory was expanded to provide increased output to meet 
the expanding sales, but while this expansion required Rs. 5,00,000, they had been forced 
to borrow Rs. 8,25,000 from the bank in order to finance their activities. The bank will not 
increase the line of credit and in addition wants the loan to be reduced. 
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The following arc the condensed balance sheets and the statements 
of the company for the three years ended December 31 

of profit and loss 


1974 

1973 

1972 

Assets 

Current Assets 

Rs. 

Rs. 

Rs. 

Cash in hand. Bank 

19,935 

24,105 

50,000 

Sundry Debtors 

5.44,000 

4,20,000 

2,57,400 

Stocks 

8.33,000 

5,03,000 

3,61.000 

Securities 

37,000 

37,000 

37,000 

Total current assets 

Fixed Assets 

14,33.935 

9.84,105 

7,05,400 

Land 

2 ,00,000 

2 ,00,000 

1.00,000 

Building 

3.50.000 

3,50,000 

2 ,00,000 

Plant and Machinery 

9.50,000 

9,50.000 

7.00.000 


29.33,935 

24.84,105 

17,05,400 

Liabilities : 


— — — 

— — — — — — 

Bank loan 

8,25,000 

5.70.000 

Mas 

Sundry Creditors 

3,00.000 

2.15,000 

1,44,000 

Outstanding expenses 

82.000 

80.000 

75,000 

Provision for income-tax 

Provision for Depreciation : 

48.000 

52.000 

50,000 

Buildings 

79,050 

67,760 

56.000 

Plant, & Machinery 

3,68,420 

3,03,800 

2,32.000 

Share capital 

10 .00,000 

10 ,00,000 

10 .00,000 

Profit and Loss a/c balance 

2,31,465 

1,95,545 

1,48,400 


29,33,935 

24,84,105 

17,05,400 

Profit and Loss Account 

FOR THE YEAR ENDED 31 ST 

December 


1974 

1973 

1972 

Sales 

32.00,000 

28,00,000 

23.40.000 

Cost of sales 

25,00.000 

21,50,000 

18,00,000 

Gross profit 

7,00.000 

6,50,000 

5,40,000 

Selling expenses 

Depreciation — 

96,000 

81,000 

46,800 

Buildings 

11,290 

11,760 

6,000 

Plant and machicry 

64,620 

71,800 

52,000 

Administrative expenses 

2,35,000 

2,33,000 

2,29,000 

Bad debts 

31,900 

21,000 

11,700 


4,38,810 

4,18,560 

3,45,500 

Net profit c/f 

2,61,190 

2,31,440 

1,94,500 
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1974 

1973 

1972 

Net Profit b/f 

2,61,190 

2,31.440 

1,94,500 

Add: 

Income on securities 

Purchase discounts 

1,850 

12,500 

1,850 

21.500 

1,850 

36,000 


14,350 

23,350 

37,850 

Less : Sales discount 

64,000 

35,000 

23,000 


(49,650) 

(11,650) 

14,850 

Net Profit before taxation 
Taxation 

2.11.540 

95.620 

2,19,790 

1,02,645 

2,09,350 

97,425 

Net Profit after Taxation 

1,15,920 

1,17,145 

"T.Tl.925 

q f, 475 

Profit loss a/c opening balance 

1,95,545 

1.48,400 


Total 

Dividends paid 

3,11,465 

80.000 

2,65,545 

70.000 

2,08,400 

60,000 

Balance 

"2,31,465 

1.95,545 

1,48,400 


necessary calculations in support of your steps. 

M.B.A. Pt. I 1976 

(Plniohl. 


18. The summarised balance sheets of Alpha Ltd., as on 31st March, 1973, 
1975 are given below : 

As on 31st March 
1973 1974 

(Rupees in lakhs) 


Liabilities and capital: 

paid up capital 

194 

Borrowing (Long term)— 

from (/) Banks 

68 

(//) Others 

281 

Current liabilities 

52 

Total : 

595 


194 

97 

343 

54 


688 


1974 and 


1975 


194 

124 

379 

99 


796 


Assets : 

Gross Block 
Less : Depreciation 

Net Block 
Current Assets 
Profit and Loss a/c 

Total : 


355 

355 

361 

69 

95 

122 

286 

261 

239 

143 

199 

234 

166 

228 

323 

595 

688 

796 


Compute the following as on 31st March 1973 and 31st March, 1975 :— 

(а) Debt-Equity Ratio 

( б ) Current Ratio 

(c) Working Capital 

( d) Fixed Assets Ratio 


C.A. Final, May, 1976. 
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19. The Balance Sheet and Trading and Profit and Loss Account of All India 
Spring Manufactures Ltd., are given below. You are required to calclate some important 
accounting ratios for management control. 


BALANCE SHEET OF ALL INDIA SPRING MANUFACTURERS LTD. 


AS AT 31-12-1977. 


Liabilities 

Rs. 

( 000 ) 

Authorised Share Capital: 

2.500 preference 
shares (o' Rs. 10 per 

share 25 

7.500 ordinary shares 

@ Rs. 10 per share 75 


Assets 


Fixed Assets 
Current Assets : 
Stocks 5 

Debtors 10 

Bills receivable 2 

Cash and Bank 3 


Rs. 

C000) 

80 


20 


100 

Issued and Paid up 
share capital : 

2500 Preference Shares 


<fb Rs/10- 25.0 

3750 Equity shares 
@ Rs. 10/- 37.5 

”62.5 

Revenue Reserve 7.5 


70.0 

Loan Capital : 

6% Deventures 12.5 

Current Liabilities 17.5 


100.0 100 


TRADING AND PROFIT AND LOSS ACCOUNT FOE THE 


YEAR 

ENDED 

31-12-1977 



Dr. 

Rs. 

Cr. 


Rs. 


(000) 



COOO) 

Opening stock 5 


Salcs-Cash 

20 

210.0 

Purchases 180 


Credit 

190 

185 





Less : 

Closing stock 5 

180.0 




Gross profit c/d 

30.0 





210.0 



210.0 

Selling expenses 

6.0 

Gross profit 
b/d 


30.0 

Distribution expenses 

5.0 




Administrative expenses 

5.5.0 




Net profit c/d 

13.5.0 





30.0 



30.0 

Preferenc Dividend (net) 

1.0 

Net Profit 


13.5 

Incometax provision 

5.0 




Profit transferred to 

Balance Sheet 

7.5 





13.5 


13.5 
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Balance Sheet of X.Y.Z. Co.. Ltd. as at 31st December. 1977. 

X.Y.Z. Co., Ltd. 


BALANCE SHEET AS AT 31ST DECEMBER, 1977 


Liabilities 

Rs. 

Share capital— 


80.000 Ordinary share 
ofRs. 10 each 

8 ,00.000 

Capital Reserve- 
Premium on shares 
Revenue Reserve : 

2 .00.000 

Rs. 


Profit and loss 

Balance 1,90,000 


Reserve for 

taxation 40.000 

2,30.000 

Current Liabilities— 


Creditors and 

Accrued charges 


90.000 


Bank loan 60,000 

1.50.000 

Dividends 

30.000 


Total : 14.10,000 


Assets 

Intangible Assets— 
Goodwill at Rs. 

cost 50.000 


Rs. 


Patents at 
cost less amounts 
written off 

40.000 

90.000 

Fixed Assets— 
Properly free hold 
and Leasehold 



(net) 

3.00.000 


Plant and 
Machinery (net) 

5.00.000 

8 .00.000 

anares ncio 

in subsidiary 
companies 


1 .00.000 

Investments— 

Trade 

1 . 00.000 


Quoted (market) 
value at 



this date 

Rs 1.00.000) 

50.000 


Unquoted 

20.000 

1.70.000 




C urrent asscis— 

Stocks 

Debtors, 
bills receivable 

50.000 


and payments 
in advance 

80.000 


cash in hand 

70.000 

2 .00.000 

rreummary 



and other 
expenses not 
written off 


50.000 

Total : 


14.10,000 


Note : 

Current Replacement Cost of Fixed Assets are as under— 

Property Freehold and 

Leasehold Rs. 3,50.000 

Plant and Machinery Rs. 6.00.000 

21. Comment briefly on the Balance Sheet ratios which should be used to answer the 
following questions:— 

( а ) Is the Working Capital adequate ? 

(б) Is the Working Capital effectively used ? 

(c) Is the collection of Receivables slowing down ? 

(</) Is the Stockholder's Equity improving ? 
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(a) “The rate of return on capital formula is not only useful in studying the 
acquisition of fixed assets but also applicable to particular cases of decision making such as 
‘making versus buying’.” Elucidate fully, giving examples. 

(b) Calculate the turnover of net worth for each of the following two companies 


X Co. Y. Co. 

Rs. Rs. 

Net sales 10,00,000 12,00,000 

Total assets 5,00,000 7,00.000 

Total Liabilities 1,00,000 5.00,000 


Explain which company uses its assets with greater efficiency. 
Assume any further data necessary. 


23. Calculate the rates of return on total assets from the following data relating to 
two companies, A and B :— 


A 

Rs. 

Net sales for the year 2,75,000 

Total assets Not Rnown 

Nat profit on sales 4 % 

Turnover of total assets 6 times 

Gross margin 38% 


(Assume any data as may be necessary). 


B 

Rs. 

Not known 
Rs. 42.500 
19o/o 

Not known 
Rs. 4,680 (25%). 


24. A shareholder of your Company has complained of very small dividends. After 
making a review of the financial statements, he has concluded that there is ample cash 
available to justify payment of much larger dividends. In addition, the Balance Sheet shows 
the following items which he believes represent cash funds : 

(a) Plenty of undivided profits in the Profit and Loss account; 

(A) A large reserve for general contingencies, and 

( c) A very substantial and accumulated depreciation balance. 

As a Management Account of your Company, write a suitable letter to the share¬ 
holder, resolving his misunderstanding and explaining to him dividend policy of the 
company. 

25. In March, 1978. XYZ Corporation Ltd. applied to their Bankers (a nationalised 
Unit), for a five-year loan of Rs. 1,42.000. The Corporation intends to utilize the proceeds 
for the payment of their incometax liability and for redemption of bonds. 

The following information has been furnished by the Corporation to the Bank 


BALANCE SHEET AS AT 31ST DEC., 1977. 


Current Assets : 

Rs. 

Rs. 

Cash 

31,500 


Bills receivable net 

2,59,000 


Stocks and Stores 

55,400 


Insurance prepaid 

16.500 

3,62,400 

Fixed Assets : 

Plant and Machinery 

2,39.200 


Less : Depreciation to date 

30,300 

2,08,900 

Patents 

8.000 


Less : Amortisation 

2,000 

6,000 

Total assets 


5,77,300 

Current Liabilities : 


= = = =» 

Bills payable 

98,500 


Incometax liability 

42,000 

1,46,600 

Accrued expenses 

6,100 c/f 
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bf 

Bonds payable— 

(due June 30, 1978) 

Shareholder's Equity : 

Capital 

Profit and Loss a/c 

Total liabilities 

Net sales during 1977 
Net profits after taxes 


1.46.600 

1 . 00,000 

2,37,700 

93,000 3,30,700 

5.77,300 

3.58.400 

20.000 


As an Officer in Loans Seclion or the Bank, you are requested to analyse the above 
data and submit your comments and recommendations to the Manager ol the Ban . 

Please also indicate whether you would require any further information to dccide the 
question of making a loan to the Corporation and. if so. tabulate the necessary particu a s. 

26. The following are the summarised Balance Sheets of N. Ltd. as on 31st March, 

1977 and 1978 


Liabilites 

1977 

1978 

Assets 

1977 

1978 


Rs. 

Rs. 


Ks. 

Rs. 

7% Preference 
share of Rs. 10 



Fixed 

assets 

1,80,500 

2,66.500 

each 

1 quity Shares 

1.50,000 

1,50,000 

Stock 

40,000 

45,000 

of Rs. 10 each 

50,000 

50,000 

Debtors 

60,000 

87,000 

Mortgage Loan 

50,000 

1.50,000 

Cash 

5,000 

4,000 

General Reserve 

5,000 

7,500 




Profit and Loss 
Account Balance 
Current Liabilities 

8,000 

5,000 




and provisions 

7.500 

15.000 




Bank overdraft 

15.000 

25,000 




Total : 

2.85.500 

4.02,500 

Total : 

2.85,500 

4.02,500 

Profit and Loss Appropriation Account for 

the year ending 31st March 



1977 

1978 


1977 

1978 


Rs. 

Rs. 


Rs. 

Rs. 

general reserves 

500 

2,500 

Balance b/ 

4.000 

8.000 

Prcf. Dividends 

10,500 

10.500 

Profit 

20.000 

12,500 

Proposed Equity 

Dividends 

5,000 

2,500 




Balance c/f 

8,000 

5,000 




Total : 

24,000 

20.500 

Total : 

24.000 

20.500 

Sales 

12 ,00,000 

9,00,000 





You are required to examine the financial statements and comment fully on the 
financial position of the company, bringing out any points which you consider as significant. _ 
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27. The following is the summarized Balance Sheet of A.B. Ltd. as on 31st 
December, 1977 : — 



Liabilities 



Assets 


as on 






31-12-76 


Amount 

As on 






31-12-76 

Amount 

(Rs. 000) 


(Rs. 000; 

(Rs. ’000) 


('000 


Share capital : 


2400 

Fixed assets 



6 % Redeemable 



at cost 

2537 


Preference 






Shares of Rs. lo 


900 

Less : Dcp. to 



each, redeemable 



date 

985 

1000 

at Rs. 11 

800 






1500 

1500 


1552 

750 

Equity Shares 

1200 


Shares in sub¬ 



Plant Replacement 


610 

sidiary co. 

760 

150 

Reserve 

100 




1003 

P and L a/c 

1027 

980 

Stock 

1040 

_ 

6 % Debentures 

400 

880 

Debtors 

850 

220 

Bank Loan 

— 

118 

Cash 

320 

845 

Sundry Creditors 

755 





Proposed Equity 





120 

Dividend 

240 




4088 


4522 

4088 


4522 


Present the above Balance Sheet in a more intelligible form for better understand ng 
of shareholders, and others, majority of whom may be non-accountants. Indicate a few subs- 
diary schedules to the Balance Sheet which would provide additional useful information. 


28 Calculate at least five significant accounting ratios from the h Balance Sheet in 
Ex. 27 assuming such other figures as you may feel necessary, explaining at the same time 
as the why you consider them as significant. Give appropriate comments against each ratio 


CHAPTER XV 



FUNDS FLOW AND CASH FLOW STATEMENTS 


ment. 


Concepts and Techniques used for the Construction of Funds Flow Sta 


cl ° s,n ^balancesh«.d^e 

operations have been profitable but the pro t ® thc bus i nes s concern. 

Following ... .ho ».i» Ohio... or 

the funds statement: 


1 It indicates the results of current financial management. 

2. It lays emphasis on the most significant changes that have ta^en place, 

during a specified period. 

3. It shows how general expansion in a business has been financed. 

4. It illustrates the relationship between profits from opeirat.oni5, distri¬ 
bution of dividend and raising of new capital or contracting term loans. 

5. It gives recognition to the fact that a business exists on flow of funds 
and is not a static organisation. 

Funds flow statement is becoming popular with thefi^the 
i, helps to exolain why in spite of earning s.zable amount of profits,, th 
company is experiencing difficulty mmak.ng payment to g e \ ting 

dividend on equity shares cannot be increased and the bank balance is g g 
thinner. Under the circumstances the managementsuspects whether the 

company has really earned the reported profit and 

become of net profit and where it has gone. Funds flow is the right answc 

the above queries. 


Fund means money value in whatever form it may exist in the 'company. 
The cashbook shows the receipts and payments made duri ^f a period while 
the statement of source and application of funds; 

recorded and only net changes are shown so that the outcome of transactions 
upon the financial condition of a business enterprise are reflected in a more 
striking manner. 


When any asset is required, money is invested in that asset though cash 
may not be paid but some money value is given in exchange. It assets are 
purchased on credit, then business receives a fund or money value, though no 
cash enters into the transaction. Increase in liabilities, to be more specific 
‘creditors’ provides the source of funds while addition to asset e.g., stock is the 
application of funds. 


In any business organisation funds come from the following sources: 
(a) Earnings of a business i.e., net profit. 
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<c) Decrease in assets e.g. t sale proceeds of fixed assets. 

(d) Contribution of additional funds e.g ., fresh issue of capital. 

A fundamental feature of the source and application of funds is that all 
funds come either internally from revenues or externally from borrowings or 
issue of shares. The profit of a period is an important source of funds. Funds 
from operations which are internal in character are arrived after making 
adjustments in the net profit. There adjustments are necessary because the 
net profit has been determined after deducting non-cash expenses which do not 
result in the outflow of funds. 

Internal Sources of Funds 

Following are the main items which must be added to the net profit to 
obtain funds from operations: 

(1) Depreciation of fixed assets. 

(2) Depletion of wasting assets. 

(3) Amortization of goodwill, patents, trademarks and other intangible 
assets. 

(4) Deferred revenue expenditure charged from revenue; and 

(5) Loss on sale of fixed assets if such loss has already been deducted 
from revenues. 

Similarly gain on sale of fixed assets shall be deducted from the net profit 
if it has already been added. 

External Sources of Funds 

(o) Issue of shares. 

(b) Receipts from partly paid shares called up. 

(c) Issue of long-term debts such as debentures. 

Utilisation of Funds 


Funds are usually utilised for the following purposes: 

1. To write off the net loss of the business for the accounting period. 

2. A decrease in liabilities both long as well short-term. 

3. An increase in assets—current, fixed and intangible where they are 
obtained by acquisition in contrast to write up. 


4. A decrease in capital funds. 

5. Payment of dividend in cash as against issue of bonus shares. 



Following technique is suggested for the construction of the funds flow 


statement: 


1. Funds from operations: 

Add to Net Profit: W 

(i) Depreciation of fixed assets. | 

^ 1 (if) Depl^jon of wasting assets. jjfKt 

(ii7) Amortisation of intangible assets. 

(.A fe^c^ e ^. e ^. p . e 2 s ^ c 2ai eed from revenues 
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Deduct: 

(/) Gain on sale of fixed assets. 

2. Sources other than operations: 

(i) Sale of fixed assets. 

(i/) Issue of long-term debts e.g.. Debentures. 

( 11 /) Issue of capital. 

(iV) Increase in current liabilities. 

(v) Decrease in current assets. 

Application of Funds: 

(0 To write off the net loss for the account.ng period. 

(//) Purchase of assets. 

(,70 Decrease in liabilities—both current and long-term. 

(iv) Retirement of capital. 

(v) Payment of cash dividend. 

(v/;) Interest on borrowing. 

A statement of source and application of funds may be constructed 

? VC ‘prepare a comparative balance sheet from the opening and closing balance 
sheets with an accompanying increase and decrease column. ... 

II Prepare a statement for calculating the amount of dcprectation provided 
in respect of fixed assets. 

III Construct a schedule of changes in working capital. 

IV Determine the funds from operations by niaki “S adjustmciit m lh <{ 
profit by way of non-cash expenses and gams and losses on the sale oi 

fixed assets. 

V Prepare a funds flow statement. 

The following example will illustrate how this simplified approach to 
the construction of funds flow statement can be effectively used. 



Creditors 
Bills Payable 
Bank Overdraft 
Provision for Tax 
Reserves.-* 

Profit and Loss Account 
Share capital 


Cash at Bank 
Sundry Debtors 
Sundry Advances 
Stock 

Fixed Assets 
Goodwill 


4k 


50.000 

45.000 

eo.ooo 

50 000 
50.000 
-40.000 
3.00.000 

5.95.000 

5.000 

92.000 

3.000 

1 . 20.000 

3,75.000 


5.95.000 


52.000 
23.000 

50.000 

50.000 

45.000 

4.00,000 


2.-00 


21 . 00 ) 
60.i'00 


6 . 20.000 

6.000 
87.000 
l.uOO 
1.12 000 
3.94.000 
20 000 

6.20 000 


1 , 00.000 


1.000 



20.000 
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rt fYT T - he 0 J ?n m r? add,tlonal information is obtained from General ledger 
of X Limited: (1) During 1972 a dividend of Rs. 15,000 was paid, (ii) The 
assests of another company were purchased at Rs. 1,00,000 payable in fully paid 
Rc £ nL thC J compa J ny . ll The assets consisted of stock Rs. 45,000, fixed assets 

Rs' 35 000 Jwi Th° dWI ^ 20 000 (,„) Income tax paid during 1972 was 
Ks. 35,000 (iv) The net profit for the year was Rs. 55,000 before charging 

r r Y ? u ? re ^quired to prepare statement showing source and application 
of funds for the year ended Dec., 1972 and a schedule setting out chances in 
the working capital. 6 

Answer 


Calculation of depreciation on fixed assets. 


FIXED ASSETS a/c 


Dr. 


Cr. 

1.1.72 To Balance b/f, 3,75,000 

,, Additions 

during year 35.000 

ii. 12.72 By provision for 
depreciation 
.. „ Balance c/f 

16.000 

3.94.000 

Total Rs. 4,10.000 

Total Rs. 

4.10.000 

SCHEDULE OF CHANGES IN WORKING CAPITAL 


Decrease in Current Assets : 

Sundry Debtors 

Sundry Advances 

Stock 

Rs. 

5,000 

2.000 

8.000 

Rs. 

15,000 

Less Increase in Current Assets : 

Cash at bank 


. 1.000 

Net Decrease in Current Assets 


14,000 

Decrease in Current LiaJilities 

Bill Payable 

Bank overdraft 

22.000 

60.000 

82,000 

Less Increase in Current Liabilities 
Creditors 


2.000 

Net decrease in Current Liabilities 

Less net Decrease in Current Assets 


80,000 

14,000 

Increase in working Capital 

Rs. 

66,000 

STATEMENT OF SOURCE AND APPLICATION OF FUNDS 

SOURCE 

Internal 

Net profit 

Less Income tax Paid 


Rs. 

55,000 

35,000 

Add depreciation (Non-Cash) 


20,000 

16,000 

Funds from Operations 

External: 

Issue of Capital 


36,000 

1 ,00,000 


Rs. 1,36,000 
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Application 

Increase In Fixed Assets 
Goodwill 

Dividend paid „ , . . 

Increase in Working Capital as per Schedule 


R 

35,000 

20,000 

15,000 

66,000 

Rs. 7.36,000 


Concepts and Techniques used for the construction of Cash flow 
Statement 

changes ZttZXSl L^t -her 

than combined in a single item working capital. 

In ’ Th P e a a C dd 0 Uio C nof 


flow of changes in -enables, tow from operations, 

non-cash expenses to cash flow will from the changes in the 

•SStfiX: to cash flow win 

complete the statement. 

Following techniques are suggested for construction of the cash flow 
statement. 


are 


Cash Flow from Operations : 

Add to Net Profit 

1. Reduction in receivables, Stock-in- 
trade, 

Prepaid expenses etc. 

2. Increese in payables 

3. Non-cash expenses. 


Deduct from Net Profit 

1. Increase in receivable Stock-in 
trade, 

Prepaid expenses etc. 

2. Decrease in payables. 

3. Reduction in deferred credits. 


Sources and Uses other than from Operations : 


Sources of Cash 

1. Sale of Fixed Assets. 

2. Issue of longterm debts such as 
Debentures. 

3. Issue of capital. 


Uses of Cash 

1. Purchase of Fixed Assets. 

2. Payment of long term debts. 

3. Repayment of capital. 

4. Payment of dividends. 


A cash flow statement can be prepared by adopting the fallowing steps : 

1st Prepare a comparative Balance sheet from opening and closing Balance 
sheets with accompanying increase and decrease columns. 

2nd Compute the increase or decrease in cash. 

3rd Add non-cash expenses to net profit. 

4th Calculate cash flow from operations. 

5th Add to cash flow from operations, cash flow from other transactions. 

6th From the total sources of cash inflow deduct the total uses of cash. 
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The resultant figure will show the net increase/decrease in cash. This 
simplified approach to the construction of cash flow statement can be illustrated 
from following balance sheet of X ompany Limited. 


Liabilities 

31. 12. 71 

Rs. 

31. 12. 72 

Rs. 

Increase 

Rs. 

Decrease 

Rs. 

k ' Capital Fully Paid up 

18.00.000 

20.00,000 

2.00.000 


m General Reserve 

50 000 

30,000 



Profit & Loss 





Appropriation A/c 

1.40,000 

1.60.000 



• Provisions for Final 





Dividend 

90,000 

80.000 



Sundry Trade Creditors 

1,15.000 

1,14.090 


1,000 

Bank Overdraft 

10,000 

30,000 

20,000 


Bills Payable 

12^000 

10.000 


2.000 

, Loan on Mortgage 


50.000 

50.000 



22.17,000 

24,74,030 



Assets 





Freehold Biddings 

10.00,000 

11,60.000 



Machinery & Plant 

3.40,000 

4,90.000 



Fixtures & Fittings 

7.000 

6,500 



♦ Cash-in-hand 

1,000 

1,500 

500 


Sundry Trade Debtors 

1,50.000 

1,20.000 


30,000 

Bills Receivables- 

lO.tOO 

14,000 

4.000 


,>Stock 

4,40,000 

4,22.000 


18,000 

.Prepaid Expenses 

4.000 

5,000 

1,000 


. Investments 

1.00.000 

1.20.000 

20,000 


.Goodwill 

1.50.000 

1,30.000 



^Preliminary Expenses 

15.000 

5,000 

• — 

10,000 


22,17.000 24,74,000 


Additional Information 

1. Depreciation has been charged (a) on Freehold Buildings @2A% on 
cost Rs. 12,00,000, (b) On Machinery and Plant @10% on cost Rs. 500,000, 
(c) on Fixtures and Fittings at 5% on cost Rs. 10,000. No depreciation on 
new acquisition of freehold buildings or machinery and plant is charged. 

2. Investments were purchased and dividends received Rs. 6,000 was 
used in writing-down the book value of investments. 

3. Goodwill was written-down out of general reserve. 

4. The proposed dividend for 1971 was paid off and an interim dividend 
of Rs. 60,000 paid out of Profit and Loss Appropriation Account. . 

Answer 

Calculation of Net Profit. 


PROFIT AND LOSS APPROPRIATION ACCOUNT 


Dr. 



Cr. 

To Interim Dividend 
„ Provision for final dividend 

M Balance c/f 

Rs. 

60,000 

80,000 

1,60,000 

1. 1. 72 By balance b/f 
31. 12. 72 Balance 
(Net Profit) c/d 

Rs. 

1,40,000 

1,60,000 

3,00,000 

\ 

3,00,000 
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FREEHOLD BUILDINGS a/c 



Rs. 

10.00.000 


1. l. 72 To Balance b/f 

ns m 
le ye; 

Total Rs 11.90.000 


„ Additions made 
’ during the year 1,90.000 


1 / 


3«' oao 

„ Balance c/f >^«° 
Total Rs. 11,90.000 


MACHINERY AND PLANT a/C 


Cr 


Dr 


1.1.72 Kir 
To Balance b/t 

31.12.72 , 
Additions maoe 
During the year 




Rs 

3.40.000 

2 . 00^000 

Rs. 5.40.000 


31 1272 • • fn 

By Provision io 

Depreciation 

31.12.72 

Balance c/f 


Rs. 


50 000 


4.90.000 
Rs.l 40 000 


FIXTURES AND FITTINGS a/c 


Dr 


1.1.72 To Balance b/f 



Rs. 

7.000 


Rs. 2,000 


J1 12.72 By Provision for 
Depreciation 
„ Balance c/f 

Rs. 


500 

(.500 

7,000 



NET PROFIT 
Add 

Decrease in Trade Debtors ^ 

Decrease in Bils Receivable 
Decrease in Stock ^ 

Descrease in Prepaid Expenses 
Increase in Trade Creditors 
Increase in Bills Payable 
Increase in Bank Overdiaft ^ 

Add Non-Cash Expenses 
Depreciation on Freehold Buildings ^ 
Depreciation on Machinenry and Plant 
Depreciation on Fixtures and Fittings ’ 
Reduction in Preliminary Expenses *' 
Dividend Received on Investments 

- c/f 


30.000 

18,000 

20,000 


30,000 

50.000 

500 

10,000 

6.000 


68.000 

2.28,000 


Total 


96,500 

3 , 1^500 
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b/f 

Less Deductions 

Increase in Trade Debtors 

Increase in Bills Receivables w 

Increase in Stock 

Increase in Prepaid Expensesx-** 

Decrease in Trade Creditors^"* 

Decrease in Bills Payabe w*' 

Cash Flow From Operations 


4,000 

1,000 

1,000 

2,000 


Rs. 

3,24,500 


8,000 

Rs. 3,16,500 


Sources 

Sale of Investment 
Sale of Fixed Assets 
Loan on Mortgage 
Issue of Capital 


Cash Flow from other 
Transactions 


50.000 

2 , 00,000 


Uses 

Purchases of Investment 
Net Increase 20,000 
Add Value Written 

down 6,000 

Addition to Freehold 
Buildings 

Purchase of Machinery 
and Plant 

Payment of Dividend 

1971 90,000 

1972 60,000 


Rs. 2,50,000 


26,000 

1,90,000 


2 , 00,000 


1,50,000 

5,66,000 


Cash Flow from Opeiations 
Cash Flow from other Transactions 

Total sources 
Total Uses 

Change in Cash 


Rs. 

3.16.500 
2,50,000 

5.66.500 
5,66,000 

Rs. 500 


CASH FLOW STATEMENT 


Sources of Cash 
Operations . 

Loan on Mortgage 
Issue of Capital 

Total sources of cash 



3.16.500 
50,000 

2,00,000 

5.66.500 


Uses of Cash 
Purchase of Investments 
Purchase of Freedold Buildings 
Purchase of Machinery & Plant 
Payment of Dividend 


26,000 

1,90,000 

2,00,000 

1,50,000 

5,66,000 


Net Increase in Cash 


Rs. 500 
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Relationship among various items in| bahmce sheet m the form 
accounting equation can be expressed as follows . 

Assets-Liabilities= Owner’s Equity 

Current Assets+Non Current Assets-Ommrt LiabiU«i«+ Equity 


or in symbols it can be expressed as 

CA+NCA - CL- NCL= OE 
where CA=Currents Assets. 

NCA=Non Current Assets. 

CL=Current Liabilities. 
NCL=Non Current Liabilities 
OE=Owner’s Equity. 

Suffix 1 at the beginning. 

Suffix 2 at the end of accounting period. 


or 


CA-CL=NCL+OE-NCA 
Now, At the beginning of accounting period. 

CAi—CL l =NCLi+OE 1 —NCA X 
At the close of accounting period. 


CA a -CL t =NCL,+OE,-NCA 2 
Now, Transposing and Rearranging equation (2) and (3), we get, 

(CA,-Ct,»-(C*,-CL,»-<NCL,-NCL,) + (OE,-OW4. j 


( 1 ) 

( 2 ) 

(3) 


or (CA,—CA,)—(CU—CU)-(N C I^-NCW+(O^OE0+ ca) 


(4) 


Equation (4) Proves that the net change in Current Assets is equal to 
algebraic sum of the change in all non-current Assets. 


Hj) (Uy 1 


Probl 

The balance sheets of Progressive Co. Ltd., as on December 31, 1971 and 
December 31, 1972 are as under 


Dec. 31, 1971 
Rs. 


Dec. 31, 1972 
Rs. 


Assets 

Cash 

Sundry Debtors 
Stock 

Prepaid Insurance/ 
Prepaid Rent 
Prepaid Property Tax 
Land and Buildings 
Machinery and Truck 

TOTAL ASSETS 


10,000 

28,000 

44,000 

400 

300 

600 

8,000 

60,000 

1,51,300 


12,000 

28,000 

16,000 

500 

200 

800 

16,000 

96,000 

1,69,500 
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Liabilities and Capital 

Sundry Creditors 

40,000 

36,000 

Accrued Expenses 

4,000 

8,000 

Income Tax payable 

2,000 

2,200 

Share Capital 

60,000 

74,000 

General Reserve 

25; 300 

27,300 

Depreciation Fund 

20,000 

22,000 

TOTAL LIABILITIES 

^57,300^ 

1,69,500 


Sales for the year 1972 were Rs. 4,20^0. Net income after taxes was 
Rs. 14,000. In arriving at the net profit,'items deducted from sales included 
among otliers> cost of goods sold Rs. 3,30.000; depreciation, Rs. 10,000 wages 
and salaries Rs. 40 J 000and a gain of Rs. 2,000 on the sale of a truck; The truck 
had cost Rs. 12,000, depreciation of-Rs. 8,000 had been accumulated for it and 
it was -sold for Rs/6,000. This was the only asset written off during the year. 
The company declared and paid Rs. 12,000 in dividends during the year. 

Prepare a schedule of changes in working capital and a statement showing 
the source and application of funds for the year 1972. 


' Solution 


SUMMARISED BALANCE SHEET OF PROGRESSIVE CO. LTD. 



Cash . 

10.000 

. 12,000 

2.000 

Sundry Debtors 

28.000 

28,000 


Stock 

44,000 

16,000 


Prepaid Insurance 

400 

* 500 

100 

Prepaid Rent 

300 

200 

200 

Prepaid Property Tax 

600 

800 

Land and Buildings 

8.000 

16,000 

8,000 

-Machinery and Truck 

60.000. 

• • 

96,000 
• % 


TOTAL ASSETS 

1,51,300 

1,69,500 



28,000 

100 


Liabilities and Capital 
Sundry Creditors 
Accrued Expenses 
Income Tax Payable 
Share Capital 
.General Reserve 
Depreciation Fund 


40,000 

4,000 

2,000 

60,000 

25,300 

20,000 

1,51,300 


36,000 

8.000 

2,200 

74,000 

27,300 

22,000 

r,69,l00 


MACHINERY AND TRUCK a/c 


4,000 

200 

14,000 


4,000 


- y Rs. 

Jan. 1 1972 To Balance '60,000 

Dec. 31 „ Profit on the sale 

of Truck ' 2,000 

Addition to ' • 

Machinery ^ 48,000 

Rs. 1,10,000 


Dec. 31 1972 by Depreciation 

Fund • 8,000 
„ Sale Proceeds 
„ of Truck ' * 6,000 

„ Balance 96,000 

Rs. l.ioioo 


FUNDS FLOW AND CASH FLOW STATEMENTS 

SCHEDULE OF CHANGES IN WORKING CAPITAL 

-.---- Rs. 


Decrease in Current Assets . 
Stock 

Prepaid Rent 


Ml C ^ 

c 


4 




♦*■*28,000 
„ 100 - 


28.100 


Increase in Curunt Assets : 
Cash 

Prepaid Insurance 
Prepaid Property Tax 


Decrease in Curnnt Assets 

Increase in Current Assets 

N*r Decrease in Current Assets , 

^ 28,100 
^ 2.300 

O' 25.800 . 

Increase in Current Liabilities: 

^4.000* 

Accrued Expenses 

" 200 

Income Tax Payable 

— 


4,200 

Decrease in Current Liabilities : 

- 4.000. 

Creditors 

— 

Net increase in Current Liabilities 

• 200. 
25.800 

Net decrease in Current Assets 

w 

Decrease in working Capital / 

26.000 

Funds from Operation 


Net Profit . 

Add depreciation (Non-cash expendittre) 

• • 


Less gains on Sale of Truck (capital gain) 

% 



.*- 2,000- 
✓ 100 * 
-** 200 - 

2.30 0 


14,000 

10.000- 

• 24^000 
7,000 

Rs. 72.000 


STATEMENT OP SOURCE AND APPLICATION OF FUNDS 


Source : 

Funds from operations 
Sale of Truck 
Issue of Capital 
Decrease in working Capital 


Rs. 

22 , 000 -" 

6 , 000 ' 

14,000* 

26.00Q 


Rs. 68,000 


Application : 

Purchase of Land and Building 
Addition to Machinery 
Payment of Dividend 


Rs. 

8,000 •" 
48,000-* 
12,000 * 

Rs. 68,000 


MANAGEMENT ACCOUNTCNAY 


Problem 2 


THE FOLLOWING BALANCE SHEETS RELATED TO MESSRS RAMGOPAL INDUSTRIES 

LTD., FARIDABAD 



The FOLLOWING ADDITIONAL INFORMATION IS AVAILABLE 


Net Profit after Tax- s/ 

• 2. Dividend paid ^ 

3. Depreciation charged to Profits t 

4. Ordinary Shares issued 

5. Bonus shares Issued 
\|6. Building sold 

' r/ul Dc RO 000/. Net TV 


Rs. 

2 , 00*,000 
40,000 
16,000 
1 , 00,000 
70,000 
. *28,000 


(Original cost Rs. 80,000/- Net Book value Rs. 20,000) 


Prepare a Schedule of Changes in Working Capital *nd a Statement ol 
source and Application of Funds. • 


Solution 


Building a/c 


To Balance 
„ Profit on sale 


By sale 

„ Depreciation 

„ Balance 


Rs. 
28 ^ 
60 • 
32fc/ 


408 
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Add Discount.on Debentures 


8 • 

Less profit on sale of a Building - 

Funds from Operations - 


STATEMENT OF CHANGES IN WORKING CAPITAL 


• Decrease in Current Assets : 

Finished Stock 

Rs - . 

Increase in current Assets : 

88' 

Cash 

170' 

S. Debtors 

64 • 

322 

Raw Materials and Stores 


*^Net increase in current assets (Rs. 372— Rs. 20) - Rs. * 

Increase in current liabilities Rs. 40 * 

Increase in working capital (Rs. 302-Rs.40) - Rs. 

STATEMENT OF SOURCE AND APPLICATION OF FUNDS 


Source: 

Funds from Operations 

Sale proceeds of a Building 

Issue of ordinary shares 

Rs. (in Thousands' 

214 * 

2*^ 

100 

^ "342 

Application : 

^Purchase of Plant and Machinery 

Increase in working Capital 

Dividend Paid 

* 

40 ' 

262 

40 

< 

342 
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Problem 3 


The following schedule shows the Balance sheets in condensed form of 
Punjab Manufacturing Co., Ltd., at the beginning and end of the year 1972. 



1-1-1972 

Rs. 

31-12-1972 

Rs. 

Incrsase 

Rs. 

Decrease 

Rs. 

Assets : 




~ ■ 

Cash and Bank balances 

50,000 . 

40,000 


10,000 

Sundry Debtors 

77,000 

73,000 


4,000 

Temporary Investments 

1,10,000 

84,000 


26,000 

Prepaid Fxpcnses 

1,000 

2.000 

1,000 


Stock in trade 

92.000 

1.06.000 

14,000 


Land and Buildings 

1,00,000 

1.00,000 



Machinery 

72,00p 

80 000 



TOTAL 

5,02,000 

4.85.000 



Liabilities and Capital 





Sundry Creditors 

1.03.000 

96,000 


7,000 

Outstanding Fxpenses 

13,000 

22.000 

9,000 


5% Debentures 

90,000 

70,000 


20,000 

Depreciation Fund 

40.000 

44,000 



Reserve for Contingcnies 

60.000 

50,000 


10,000 

Profit & Loss Account 

16,000 

23,000 



Capital 

1.80,000 

1.80.000 




5,02.000 

4,85,000 




The following information concerning the transactions is available : 

^1. 10% dividend was paid in cash. 

New machinery for Rs. 20,000 was purchased but old machinery 
costing Rs. 12,000 was sold for Rs. 4,000, accumulated depreciation was 
Rs. 6,000. 

3. Rs. 20,000/- 5% Debentures were redeemed by purchase from open 
market @ Rs. 96%. 

4. Rs.. 10,000 was debited to contingency Reserve for settlement of 
previous tax liability. 

5. Rs. 26,000 investments were sold at book value.- 

You are required to prepare a schedule o( changes in working capital 
and a statement showing the Source and Application of Funds. 

Solution 



Machinery a/c 



Rs. 


Rs. 

Jan. 1972 To Balance 

72,000 r 

Dec. 1972 By sale 

4,000 

Dec. „ Purchase of 

. 

„ Depreciation 

6,000 

New 


„ Loss 

2,000 

Machinery 

• 

I'll 

„ Balance 

V* 80,000 

92^000 



FUNDS FLOW AND CASH FLOW STATEMENTS 

Depreciation fund a/c 
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Dec. 1972 To Depreciation 

„ On machine sold 
„ Balance 


Rs. 

6.000 

44.000 

50.000 


Jan. 1972 By Balance 
Dec. .. P & L a ' c 


Profit & loss a/c 


R*■ 

40.000/ 

10.000 

50.000 


- Rs. ~1 

Dec. 1971 To Dividend >*■*“ 

Balance 23.004 j 

41,100 

Jan. 1972 By Balance 

Dec. 1972 .. Net Profit 

16.000 • 
25,090 - 

4L000 


__ 

-- 

SCHEDULE OF CHANGES IN WORKING CAPITAL 

Rs. 

Decrease in current Assets : 

Cash at Ban* 

Sundry Debtors 

Temporary Investments 


* 10.000 - 
• 4.000 • 
26.000 * 

"40,000 

• 

Increase in current Assets : 

Prepaid Expenses 

Stock-in-trade 


1.000 .• 
14,000 e 

Ts.ooo 

40.000 

15.000 

^ Net decrease in current Assets S 


25.000 

Decrease in current Liabilities ; 

Sundry Creditors 

Contingency Reserve 


7 000 - 
10.000 \ 

17.000 

Increase in current Liabilities : 
Outstanding Expenses 

Net decrease in current Liabilities (Rs 

17,000 -9.000) 

9,000- 

8,000 

Change in working Capital 

Net decrease in Current Assets 

Less net decrease in Current Liabilities 

25,000 

8,000 

a/^17,000 

Decrease in working Capital 



Funds From Operations 
Net Profit 

Add Loss on Sale of Machinery 
Add provision for Depreciation 


25.000 * 
2 , 000 *- 
10,000 * 

37,000 

800 

36,200 


Less Discount on Redemption of Debentures 
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STATEMENT OP SOURCE AND APPLICATION OF FUNDS 


Source Rs. 

Funds from Operations %/ 36,200 , 

Sale of Old Machinery 4,000 * 

Decrease in working Capital 17,000 

57,200 

Application : 

Purchases of New Machinery 20,000 ^ 

Redemption of Debentures at 96% ^ 19,200 

Dividend Paid * ^^18,000 


57.200 


Problem 4 


The following schedule shows the Balance sheet in Condensed form of 
Bharat Carbons Limited at the beginning and end of the year : 



31-12-1971 

31-12-1972 


Rs. 

Rs. 

Cash 

50.409 

40,535 

Sundry Debtors 

77,180 

73,150 

Temporary Investments 

1,10,500 

84,000 

Prepaid Expenses 

1,210 

1,155 

Inventories • 

92,154 

1,05,538 

Cash Surrender value ef life Insurance 
Policies 

4,607 

5,353 

Land 

25,000 

25,000 

Buildings, Machinery etc. 

1.47.778 

1,82,782 

Debenture Discount 

4,305 

* 2,867 


Sundry Creditors 
Outstanding Expenses 
4% Mortage Debenture 
Accumulated Depreciation 
Allowance for Inventory Loss 
Reserve for Contingencies 
Surplus in (P & L) Account 
Share Capital 


5.13.143 

1.03,087 

12.707 

82,000 

96.618 

2,000 

1,06,731 

10,000 

1 , 00,000 

5.13.143 


95,656 

21,663 

68,500 

...8,1,633 

8,500 

1,34,178 

10,250 

1,00,000 

5,20,380 


The following information concerning the transactions is available: 


( 1 ) 

( 2 ) 

(3) 

(4) 


Net profit for 1972 as per Profit and Loss Account was Rs. 49,097. 

A 10 per cent cash dividend was paid during year.. 

The premium on life insurance polices was paid Rs. 2,773 of which 
Rs. 1,627 was charged to Profit and Loss Account of the year r 

New machinery was purchased for Rs. 31,365 and machinery costing 
Rs. 32,625 was sold during the year. Depreciation on machinery 
sold had accumlated to Rs. 29 , 105 ,al the date of sale. It was sold 
as scrap for Rs. 1,500. The remaining increase m fixed assets resul¬ 
ted from construction of building.. ^ 
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(5) 


“heappHcable discount were charged to Profit imA Loss “°' e 
The allowance for inventory loss was created by a charge 

in each year to provide for obsolete .tem made during 

HabiHty - ta , 

the year. This was in i**y* in working capital 

You are arequired E 0 f funds for the year 
and a statement showing the source anu yy 

1972. 


( 6 ) 

17) 


Solution 


BUILDING AND MACH1MERY a/c 


To Balance 
„ New Machinery 
,, Addition to Building 

Rs. 

1.47.778- 
31.365* 
36.264 . 

Bv Machinery sold as scrape 
/ Accumulated Depreciation on 
Machinery sold 
. Loss on sale of machinery 
’ Balance 

Rs. 

1,500* 

29,105. 
2,020 ^ 
1,82,782 . 


" 2 ,15,407 


Us .407 

nPPRECIATION FUND a/c 

--- Rs. 

To Dcp. on Machinery sold 
„ Balance 

Rs. 

29.105 •' 
81.633* 

1.10.738 

By Balance 

P & a/c 

96,618 . 
W 14,120 

1,10.738 

PREMIUM 

ON DEBENTURES AND DISCOUNT a/c 

Rs. 

To Balance 

Discount on Debentures 
Premium on Retirement of 
Debentures 

Rs. 

4.3.05* 

255 

By P & L a/c 
„ Balance 

1.693 
2.867 # 

4.560 


4,560 



SCHEDULE OF CHANGES IN WORKING CAPITAL 

Rs. 


Decrease in current Assets : 
Cash 

S. Ueblors 
Investments 
Prepaid Expenses 


9.874 

4.030 

26.500 

55 


40.459 


Increase in Current Assets 
Inventories 

Surrender value of life Policies 


13,384 

746 

14,130 
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Net Decrease in Current Assets 

(Rs. 40,459—Rs. 14,130) 26.329 

Increase in Current Liabilities 

Outstandsng Expenses 8.956 

Decrease in Current Liabilities : 

S. Creditors 7,431 

Net increase in Current Liabilities (Rs. 8,956—7431) 1,525 


Net decrease in current Assets 26.329 

Add Net increase in Current Liabilities 15,25 

Decrease in working Capital 27,854 

Rs. 

Net Profit 49,097 

Add Depreciation 14,120 

Add Prem., and Discouot on Debentures 1,693 

Add Allowance for Inventory 6,500 

Add Loss on sale of Machinery 2,020 


FUNDS FROM OPERATIONS 73,430 



STATEMENT OF SOURCE AND APPLICATION OP FUNDS 


Source 

Funds from operations 73,430 
Sale of Machinery 1.500 
Decrease in working Capital 27,854 


Application 
Addition to Building 
New Machine 

Past Tax Liability from Reserve for Contingencies 
Debentures Retired 
*» »» 

Prem-Paid on Retirement 
Dividend Paid 



1,02,784 


36,264 


31,365 


11,400 

5,000 


8,500 


255 

13,755 

10,000 


1,02,784 


Problem 5 


The Balance sheets of Swatantra Bharat Co., Ltd. as at 31st December, 


1971 and 1972 are given below : 



1971 


Rs. 

Assets : 


Freehold Land 

1*00,000 

Plant at Cost 

1,04,000 

A A A A 

Furniture at Cost 

7,000 

Investments at Cost 

60,000 

Debtors 

30,000 

Stock 

60,000 

Cash 

30,000 


3,91,000 


1972 

Rs. 

1 , 00,000 

1 , 00,000 

9,000 

80,000 

70,000 

65,000 

45,000 


4,69,000 


FUNDS FLOW AND CASH FLOW STATEMENTS 


Liabilities and Capital : 

Share Capital 
Share Premium 
General Reserve 

Profit & Loss a/c--- 

6% Debentures 

Provision for Depreciation on Plant 
Provision for Depreciation on Fumitur* 
Provision for Taxation 
Sundry Creditors 


1 , 00,000 

50.000 
. 10.000 
70.000 
50.000 
5,000 
20.000 
86.000 

3,91.000 


1,50.000 

5,000 

60.000 

17,000 

50,000 

56,000 

6.000 

30,000 

95,000 

4,69,000 


A plan, purchased for mlTS’ rfffiSS 

Rs. 800/- on 30th September 1972.Or^°‘ h ^ 19 ’ r 2 an « actions concerning 
was purchased for Rs. 2000/-. i nese were me ou > at 8% on cost 

fixed assets during 1972. Depreciation on plant was P^p^niturcat 124% 
(the sold out item is not taken into consideration andonFurmture A 

on average cost. A dividend of 22J% on original shares was paid. 

Prepare a schedule of changes in working capital and also a statement of 
source and Application of Funds during-1972. 


Solution 


SWATANTRA BHARAT CO. LTD, 

STATEMENT OF SOURCE AND APPLICATION OF PUNDS FOR THE YEAR 

ending 31st December 1972 


Net Profit 

Funds from Operations 
Source : 

Funds from Operations 
Issue of shares 
Premium on Shares 
Sale proceeds of plant 


Rs. 

49.700 

49.700 

Rs. 

49.700 
50,000 

5,000 

800 

1,05,500 


Application: 

Investment Purchased 
Debentures Redeemed 
Furniture Purchased 
Dividend paid 
Increase in Working Capital 


Rs. 

20,000 

20,000 

2,000 

22,500 

41,000 


1,05,500 
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STATEMENT OF CHANGES IN WORKING CAPITAL 


Working Capital 

1971 1972 Increase Decrease 

Rs. Rs. Rs. Rs. 


Current Assets : 


Debtors 

Stock 

Cash 

30.000 

60.000 

30.000 

111 

40.000 

5.000 

15,000 



1,20.000 

1.80.000 



Current Liabilities : 

Sundry Creditors 

Provision for Taxation 

86,000 

20.000 

95,000 

30,000 


9,000 

10,000 


1.06,000 

1,25,000 

60,000 

RilSSii 

Net Working Capital 

Increase in Working Capital 

14.000 

41,000 

55.000 


41,000 


55.000 

55,000 

60,000 

60,000 



PROFIT AND LOSS a/c 


Dr. 

Cr. 


Rs. 


Rs. 

To Depreciation 

9.000 

By Balance b/d 

10,000 

„ General Reserve 

10.000 



„ Dividend 

„ Loss on sale of plant 
„ Balance c/d 

22,500 

1,200 

17.000 

„ Net profit (Balancing 
figure) 

49,700 


59,700 


59,700 


PROVISION FOR DEPRECIATION ON PLANT a/c 


Dr. 1 


Rs. 

To Plant a/c 2,000 

„ Balance c/d 56,000 

58,000 

Rs. 

By Balance b/d 

„ Profit & Loss a/c 8,000 

58,000 
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FUNDS FLOW AND CASH FLOW STATEMENTS 

PROVISION FOR DEPRECATION ON FURNITURE a/c 


• m ^ ^ - - 

Dr. 


Cr. 

Rs. 


Rs. 

5.000 

6.000 

By Balance b/d 

To Balance c/d 

t . Profit & Loss A/c 

1.000 

— 


6^000 

6.000 

--- 

-—^ 


Problem 6 




The Cautious Company Ltd., find.*£ SMS™ 
funds with which to implement its P ro ^ m F / om , P he following information 
it had a bank balance of Rs. 1.80,000/ r Directors as to how the 

' 971 has arisen - 


FIGURES AS PER BALANCE SHEETS AT 31ST DECEMBER 



1970 

Rs. 

1971 

Rs. 


7,50.000 

11.20,000 

Fixed Assets 

1.90.000 

3.30.000 

Stock and Stoics 

3,80,000 

3.35.000 

Debtors 

1.80.000 

(Bank O/D) 68.750 

Bank Balance 

2.70,000 

3.50,000 

Trade cieditors 

Equity share capital in shares of 

2.50,000 

3.00,000 

Rs. 10/- each 

87,500 

95,000 

Bills Receivable 



The profit for the year ended Mstdecember 1971 before charging depre- 
ciation and tax amounted to Rs. 2.40,000/-. 

The 5,000 equity shares were issued on 1st January 1971 at a premium of 
Rs. 5/- per share. 

Rs. 1.37,500/- was paid in March 1971 for income tax. 

Dividend was paid as follows : 

1970 (Final) on the capital as on 31.12.70 at 10% less 25% tax. 


1971 (Interim) 5% free of tax. 
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Solution 


CASH FLOW STATEMENT FOR THE YEAR ENDED DECEMBER 31, 1971 



Rs. 

Rs. 

Bank Balance on 1.1.71 


1,80,000 

Add Inflow of cash — 

Profit before depreciation & Tax 

2,40,000 


Issue of shares 

50,000 


Premium on shares 

25,000 


Decrease in debtors 

45,000 


Increase in Trade Creditors 

80,000 

4,40,000 

Less Outflow of cash : 

Fixed Assets acquired 

3,70,000 

6,20,000 

Increase in stock and store 

1,40,000 


Increase in Bills Receivable 

7,500 


Increase in Assets 

5,17,500 


Income Tax Paid 

1,37,500 


Dividends Paid- 
Final-1970 

18,750 


Interim—1971 

15,000 

6,88,750 

Overdraft on Dec. 31, 1971 


Rs. 68,750 


Problem 7 


From the following Balance sheets as at 31.12.71 and 31.12.72 prepare a 
schedule of changes in working capital and a Funds Flow Statement for the 
year 1972. 



31.12.71 

31.12.72 


Rs. 

Rs. 

Liabilities & Capital 

Equity share capital 

20.00,000 

25,00,000 

Share Premium Account 


1,00,000 

Profit on sale of Lease hold Property 


25,000 

Profit on Redemption of Debentures 


4,000 

P&La/cBalance b/d 

4,50,000 

4,50,000 

Profit for the year before Taxation 


4,85,000 

8% Debentures 

5.00,000 

4,00,000 

Creditors 

6,40,000 

5,90,000 

Reserve for Income Tax 

3,10,000 

31,200 

Proposed Dividend (Net) 

1,00,000 



40,00,000 

45,85,200 



FUNDS FLOW AND CASH FLOW STATEMENTS 


Assets 

Freehold Proper y at cost 

Leasehold Properly, at cost 

Plant & Machinery, at cost 7*20,000 

Less Depreciation to date _ 

Investments 

Work-in-progress 

Stock-in-trade 

Debtors 

Bank Balance 


31.12.71 
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31.12.72 

Rs. 

Rs. 


18.50.0C0 

14,50,000 


50,000 

21,00,000 


10.80,000 

9,30,000 

11,70,000 

2,24,000 

1.60,000 


1,50.000 

1,70,000 - 


3,60.000 

2,70,000 


6.47,200 

6,20,000 


1,84 000 

2,00,000 



40.00,000 


45.85,200 


: gR s. 1,30,000 (Depreciation Rs. 9,000) was sold ft* 
RS ’ ^^Leasehold Property was disposed of for Rs. 75,000/-. 


Solution 

FUNDS FLOW STATEMENT FOR 

THB YEAR ENDED 31ST DECEMBER 1972 


Rs. 

Rs. 

Source : 

Funds from Operations: 

4,95,000 


Profit before tax 

Add. Depreciation 

3.00.000 

7.95,000 

1,00.000 

Premium on shares issued 


5,00,000 

Issues of Shares 


1,05,000 

Sale of Fixed assets 


15,00,000 

Application : 


64.000 

Purchase of Investments 


4,00,000 

Purchase of Freehold Property 


4,30.000 

Purchase of Plant and Machinery 


2,78,800 

Income tax paid 


96,000 

Debentures Redeemed 


1,00,000 

Dividends Paid 


1,31,200 

Increase in working Capital 


15,00,000 



PROVISION FOR DEPRECIATION 


Dr. 


1972 

Dec. 31. To Disposal 

of Plant A/c 
„ Balance C/d 


Rs, 

90,000 

9,30,000 


1972 

Jan. 1. By Balance b/d 

Profit and Loss 
Account (Balancing 
Figure) 


»• 


Cr. 


Rs. 

7,20,000 


3,00,000 


10 , 20,000 
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Dr. 


PLANT AND 

MACHINERY a/c 

1972 


Rs. 

1972 

By Sale of Plant 

Jan. 1, 

To Balance b/d 
„ Bank 

18,00,000 

„ Depreciation 
„ Loss 


(Purchase) 

4,30,000 

22.30,000 

31st. Dec. 

By Balance C/d 


Sale of Fixed Assets : 

Sale of leasehold Property at Cost 50,000 
Profit 25,000 
Sale of Plant _ 


Profit for the year before Tax 

Add loss on sale of Plant (charged already) 

Profit 


Cr. 


Rs. 

30,000 

90,000 

10,000 

21 , 00,000 

22,307000 


75,000 

30,000 


1,05,000 

4,85,000 

10,000 


4,95,000 


SCHEDULE OP CHANGES IN WORKING CAPITAL 



1.1.72 

Rs. 

31.12.72 

Rs. 

Increase 

Rs. 

Decrease 

Rs. 

Current Assets : 





Bank balance 

2,00,000 

1,84,000 

— 

16,000 

Debtors 

6,20,000 

6,47,200 

27,200 

— 

Stock 

2,70,000 

3,60,000 

90,000 

— 

Work-in-Progress 

1,70,000 

1,50,000 

— 

20,000 

Total 

12,60,000 

13,41,200 



Current Liabilities : 





Sundry Creditors 

6,40,000 

5,90,000 

50,000 


Working capital 

6,20,000 

7,51,200 

1,67,200 

36,000 

Net Increase in Working 





Capital 

1,31,200 

— 

— 

1,31,200 


7,51,200 

7,51,200 

1,67,200 

1,67,200 
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Problem 8 of He ro Ltd., prepare: 

* tbe working capita,, and 

(2) Funds Flow statement._ 


Equity Capital a.oo.ooo. 

8% Redeemable 

SpitS ,arc • *' 0G ' 00 

Capital Reserve 
General • 40.000 

Reserve TSfa 

Profit & Loss a c £ rtX 

Proposed Dividend 4-.000 

S. Creditors g-gg 

Bills Payable 
Liability for Fxp. 

Provision for Taxation 40.0W 


3.00.000 | Good.vill 


1.09,000 80,000 


, 00,000 


40.000 

30.000 

42.000 

25.000 

20.000 

30.000 


1.50.000 

20.000 

50.000 

48.000 

50.000 

47.000 

16.000 

36.000 

50.000 


Land & Buildings 
Plant 

Investments 

S. Debtors 
Stock . 

Bills Rccci.abc 
Cash in hand 
Cash at Bank 
Preliminary Expenses 


2 . 00.000 

80000 

20.000 

1.40.000 

77.000 

20.000 

15.000 

10.000 

15.000 


1.70,000 

2 . 00.000 

30.000 

1.70.000 

1.09.000 

30.000 

10.000 

8,000 

10.000 


6.77.000 8.17.000 


6.77,000 8.17.000 


~A fta* b- »,d ... I. 1M .«> “« f" h “ 

been carried to capital Reserve. The written down value 

* <■' *■ w - mh " 
charged to plant in 1972. TOOO/- bv way of divi- 

(3) profitwhich 
has been credited to the investment Account. 

(4) An interim dividend of Rs. 20,000/- has been patd m 1972. 


Solution 


SCHEDULE OF CHANGES IN WORKING CAPITAL 


Increase 


Pee reuse 
Rs. 


Current Assets 
Cash at Bank 
Cash in hand 
Bills Receivable 
Stock 

Sundry Debtors 


Current Liabilities : 
Bills Payable 
Sundry Creditors 
Provision for tax 
Liability for Expenses 


Working Capital 
Net Increase 


10.000 

15.000 

20.000 

77.000 

1.40.000 

2.62.000 


20.000 

25.000 

40,000 

30.000 

1.15.000 

1.47,000 

31.000 


8.000 

10.000 

30.000 

1.09.000 

1.70,000 

3,27,000 


16,000 

47.000 

50,000 

36,000 

1,49,000 

1,78,000 


2.000 

5.000 


10.000 

32.000 

30.000 


4.000 


79,000 


22.000 

10,000 

6000 

45,000 


31,000 

76,000 


1.78,000 


1,78,000 


76,000 
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STATEMENT OF SOURCE AND APPLICATION OF FUNDS 


Source 

Rs. 

Rs. 

Funds from Operations: 

Profit for the year 

98,000 

Add Non-Cash items 

37,000 



— 

1.35,000 

Pre-acquisition Profit 


1,000 

Issue of shares 


1,00,000 

Sale of land 


50,000 

Sale of Machine 


10,000 



2,96,000 

Application 

Purchase of Plant 


1,42,000 

Preference Shares Redeemed 


50,000 

Investments Purchased 


11,000 

Dividend Paid 


62,000 

Increase in working capital 


31,000 

Non-Cash items: 

Rs. 

2,96,000 

Depreciation 

10,000 


Loss on sale of Machinery 

2,000 


Preliminary Expenses 

5,000 


Goodwill written off 

20,000 



37,000 


Dr. 

PLANT ACCOUNT 

Cr. 

To Balance b/d 
,, Bank (Purchase) 

Rs. 

80.000 

1,42,000 

By Plant sold 
,, Depreciation 
„ Loss or Sale 
„ Balance c/d 

* 11 ^ 1 | 
1 


2,22,000 


2,22,000 

Dr. 

PROFIT AND LOSS ACCOUNT 

Cr. 

To Proposed Dividend 
„ Interim Dividend 
„ General Reserve 
„ Balance c/d 

Rs. 

50,000 

20,000 

10,000 

48.000 

By Balance b/d 

„ Profit 

Rs. 

3,0000 

98,000 


1,28,000 


1,28,000 
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Problem'- 


STAR and 


Sundry Creditors 
Bills Payable 
Bank Overdraft 

Provision for Taxation 
Reserves 

Profit and Loss Account 
Share Capital 


Cash at Bank 
Sundry Debtors 
Sundry Advances 
Stock 

Land and Buildings 
Plant and Machinery 
Goodwill 


Rs. 

39.500 
33.780 

. 59.510 
40.000 
50.000 
39,690 
2,00.000 

4,62,480 

2,500 

85,175 

2,315 

1.11,040 

1.48.500 
1,12.950 


4,62.480 


4.53,880 


Th, M additional information it — f.o» 

During the y „„.d«t 31.. Da«mt.m 1933 an .««'» •>" ° f 
R, Tt”T«. o, .noth., n^rSStS MMSS 

of plant were made totalling Rs. 5,650. 

(3) Income tax paid during the year amounted to Rs. 

(4) The net profit for the year before tax was Rs. 62,530. 

cation^ of in work- 

ing capital. 


SolDtiOD 


STAR AND STYLE LTD. 

STATEMENT OF SOURCE AND APPLICATION OF FUNDS FOR THE YEAR 


Source: 

Profit for the year before tax 
Non Cash Charges: 

Depreciation on land & Buildings 
Depreciation on Machinery 

Increase in Share Capital 


Rs. 

Rs. 

62,530 

4,250 

20,760 

25,010 


60,000 


1,47,540 
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Application 

Purchase of Machinery 
Purchase of goodwill 
Payment of Dividend 
Payment of Income tax small 
Increase in working capital 


Rs. 

24,010 

20,000 

26.000 

25,000 

1.477540 


STATEMENT OP CHANGE IN WORKING CAPITAL 



Dec. 1971 

Ry. 

Dec. 1972 

Rs. 

Increase 

Rs, 

Decrease 

Rs. 

Current Assets: 

Cash 

2,500 

2.700 

200 


Debtors 

85.175 

72,625 


12,550 

Advances 

2,315 

735 


1.580 

Stocks 

Total Cuirent Assets 

1,11,040 

2,01,030 

97,370 

1.73,430 


13,670 

Current Liabilities 

Creditors 

39,500 

41,135 


1,635 

Bills Payable 

Bank Overdraft 

33.780 

59,510 

11,525 

22,255 

59,510 


1,32,790 

52,660 

81,965 

29,435 

Working Capital 

Net Increase In Working Capital 

68,240 

52,530 

1,20,770 


52,530 

• 

1.20.770 

1,20,770 

81,965 

81,965 


Problem 10 

From the following comparative summary and information, prepare a 
statement of source and application of funds and a schedule of changes in 
working capital. 


ATUL PRODUCTS LIMITED 
BALANCE SHEET AS AT 31 ST DECEMBER 



1970 

1971 

Assets : 

Rs 

Rs. 

Cash and Bank 

1,70,650 

2,87,800 

Sundry Debtors 

1,38,760 

1,53,000 

Inventories 

2,35,800 

2,87,670 

Prepaid Expenses 

3,200 

4,600 

CURRENT ASSETS 

5,48,410 

7,33,070 

Investments 

1,05,000 

25,000 

Debenture Discount 

6,875 

5,000 

Patents 

30,000 

24,000 

Goodwill 

85,000 v 

• 5,000 

Property, Plant and Equipment Less Depreciation 

4,26,000 

4,13,000 

TOTAL 

12,01,285 

12,05,070 
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FUNDS FLOW AND CASH FLOW STATED— 


Rs. 


Rs. 

1,43.000 

Liabilities and Capital: 

1.12.000 

25.000 

Sundry Creditors 


48.000 

Dividends Payable 

8.000 

3,000 

Provision for Taxation 

3.750 

__— 

Accrued Interest on Debentures 

1.23.750 

2.19,000 

1 . 00.000 


1.25.000 

5,75.000 

6% Debentures 

5,25.000 

2.52.000 

Share Capital 

2.52.000 

59.070 

Reserves 

1.75.535 


Surplus 

12.01.285 

12^070 


TOTAL 


Supplementary Information ^ ~ uipment amounts to 

(1) Depreciation on Pr °P* rty ’. to Rs 4 11 000 to 31st Decembei 19 
Rs 4 24.000 to 31st December. 197 ° and to^. 4 n.u 

Depreciation for the year 197 ‘amountsto Rs. 66.00^ ^ ^ ^ 

(2) A machine was sold for Rs. 2070,000 and accumulated 
book value of the machine was Rs. 30.000 (Cosi 

depreciation Rs. 40.000/-)- . . . was Rs 80 000 were sold Rs. 1 . 00 , 000 . 

3ssrs-——■ 25 ' 000 

- r™3” o" » "t - «*-.. - — 

Rs. 

Balance as on 31 si Dec. 1970 

Lcs* Net Loss for the year after Prov.d.ng lor 66.465 

all wrilc-offs -- 

1.09.070 

50.000 

Less Dividend declared 


Solution 




Source of Funds : 

Net Profit from trading 
Capital raised 
Investment's sale Proceed 
Sale proceed of Machine 


39.660 

50.000 

1 . 00.000 

20.000 


2.09.660 


Application of Funds'. 

Addition to Fixed assets 

Debentures Redeemed at a premium 5%(25,000+1.axil 
Dividends 

Increase in working capital 


44,000 

26.250 

25.000 

1.14.410 


2.09,660 
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Net Profit from Trading : 

Rs. 

Rs. 

Loss during the year (given) 


66,465 

Less Non-Cash charges : 


Debenture discount 

1.875 


Patents written off 

6,000 


Goodwill written ofT 

80.000 


Depreciation written off 

66.000 


Loss on Machine Sold 

10.000 


Premium on Redemption of Debentures 

5% of 25000 

1,250 

1,65.125 

Less Profit on 


98.660 

Investment sold 

20,000 


Depreciation on Fixed Assets 
written back 

39.000 

59.000 

Net Profit from Trading 


Rs. 39,660 


PIXED ASSPTS a/c (AT COST PRICE) 

To bal. b/d, 

(426,600 M,24,000) 

8,50,000 

By Machine sold 

70,000 

„ Purchased (Balancing 
Figure) 

44,000 

„ Balance c/fd. 

(4,13,000 +4,11,000) 

8,24,000 


8,94,000 


8,94,000 


DEPRECIATION ON PIXED ASSETS a/c 


To Depreciation on 

40.000 

By Balance b/d 

4,24,000 

Machine Sold 


„ Depreciation for 


„ Profit & Loss a/c 


the year 

66,000 

(Balancing Figure) 

39,000 



„ Balance c/fd. 

4,11,000 




4,90,000 


4,90,000 


SCHEDULE OP CHANGE IN WORKING CAPITAL 



Dec. 1970 
Rs. 

Dec. 1971 
Rs. 

Increase 

Rs. 

Decrease 

Rs. 

Current Assets 

Cash & Bank 

1,70,650 

2,87,800 

1,17,150 


Sundry Debtors 

1,38,760 

1,53,000 

14,240 


Inventories 

2,35,800 

2,87,670 

51,870 


Prepaid Expenses 

3,200 

4,600 

1,400 



5,48,410 

7,33,070 

1,84,660 





FUNDS FLOW AND CASH FLOW 

STATEMENTS 


Rs. 

Rs. 

b/o 

Current Liabilities : 

5.48.410 

7,33,070 

1,12,000 

1,43,000 

Sundry Creditors 

8,000 

48,000 

Provision for Tax 

Accrued interest on 

3.750 

3,000 

Debentures 

1.23,750 

T^fiOO 

Increase 8 inWorking capita, 

4,24.660 

5,39,070 

1,14,410 

__ _— 

5.39.070 

5,39,070 
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Rs. 

Rs. 

1.84,660 

~~ 


31.0 00 
40,000 

750 


T.sslio 

"n'fioo 


Hmu> 

1.85.410 

Hslio 


Following JUt Member".9°'2“^! 

Ru 


«.SSS £KS^=&ii- 

/tx. **• 

Source : 

(i) Profit for the year 
(ih Non-cash charges 
Depreciation 
Discount on Debentures 

(ili) Sale Proceeds of Investments, 


90.000 

10.000 



5,00,000 

2,00.000 

7.00,000 


Application 


(0 

(ii) 

(iii) 

(iv) 


Purchase of Plant and Machinery 
Redemption of Preference shares 
10,000 shares of Rs. 10 each at 
Rs. 10.60 

Redemption of Debentures 
Debentures of Rs. 100 each at 
Rs. 102 per debenture 
Preference and Equity Dividends 

paid 


7,00,000 

1,06.000 

3,06.000 

3.00.000 


14.12,000 


Decrease in working Capital as per 
Statement below : 


7,12,000 


Decrease in working Capital 


31ST DECEMBER 


---1971 

Rs. 

Stocks 

13.00.uuu 

5.10,000 

Debtors 

1.30,000 

Bank 



19,40,000 

*A* 


Bank Loan 

9,00,000 

Creditors 


‘B’ 

9,00.000 

Working Capital (A—B) 

10,40,000 


8 , 00,000 

5.50,000 

80,000 


14.30,000 

'ToTooo 

10,52,000 

11 , 02,000 

1 , 28,000 

1 , 12,000 



MANAGEMENT ACCOUNTANCY 


* 6 ) 


The Sales of the company have remained more or less constant during the 
two years. 

You are required to comment on the changes which have taken place in 
the financial position. 

Solution 

The examination of source and Application of funds statement of North 
India Company Limited for the year ending 31st December 1972 and the 
Statement of Changes in Working Capital as on 31st December 1972 show 
that the company has not been adhering to a sound financial policy and has 
been using its working capital for long term purposes e.g., purchase of machi¬ 
nery, Redemption of Preference Shares and debentures etc. 

The Company has used the following amount for capital purposes : 




Rs. 

Purchase of machinery 


7.00.000 

Redemption of Preference Shares 


1,06.000 

Redemption of Debentures 


3,06,000 


Rs 

11,12.000 


While it has capital receipt of Rs. 2,00,000 being the sale proceeds of 
investment. An amount of Rs. 5,00,000 was obtained from operations during 
the year ended 31st December 1972. 

Thus, against total resources of Rs. 7,00,000 an amount of Rs. 11,12,000 
has been spent and moreover dividends amounting to Rs. 3,00,000 have also 
been declared and paid and thus making a deficit in the working capital 
amounting to Rs. 7,12,000. 

If the working capital would have been in excess of the requirements of 
the company then decrease in working capital would not have affected the 
financial position of the company. The working capital has decreased from 
Rs. 10,40.000 on 31st Dec. 71 to Rs. 3,28,000 on 31st Dec. 1972. The current 
ratio for the year ending, 31st Dec. 71 was 2.16 which was quite satisfactory. 
This ratio has fallen in the year under observation to 1.3 which indicates that 
during the year ending 31st Decemder 1972 the company was short of working 
capital as its current assets were giving coverage to current liabilities only to 
the extent of 1.3 as against the normal coverage of 2. 

Acid test ratio for year ending 31st December 1971 was about .7 which 
has further decreased to .6 for the year ending 31st December 1972. 

During the year the Plant and Machinery was purchased for Rs. 7,00,000 
which shows that the company is trying to increase its production which will 
result in carrying of larger stock of raw material and of finished goods and 
thus it will require more working capital and hence it is likely to face acute 
shortage of working capital in the next financial year, i.e., year ending 31st 
December 1973. 

Composition of the working capital shows that stocks have fallen from 
Rs. 13,00,000 to Rs. 8,00,000 and now constitute 56% of the total current 
assets. Sales have remained same during the two years. Thus the stock posi¬ 
tion of the company would be rather uncomfortable which may lead to fall in 
production and sales. 

Creditors have increased by 16% from Rs. 9,00,000 to Rs. 10,52,000 
while the sales have not increased and hence purchases may have remained 

_ — 
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FUNDS FLOW ... v— jndicates that the co mpany was 

ERA * SS shows elth^uyjn 

may result in bad debts. Rs g0 0 00 in spite of bank 

Bank balance has fallen from Rs. , . shQW bcUer reS ults in next yea 

,oan of Rs 50,000. If company will face acute shortage 

then bank loan may be recalled. 

working capital. ended 31st Dec., 72, the 

On the whole, it is ^P^'.'^ing capital position. This posit.on is 
Company did not enjoy comfortable working cap 

likely to deteriorate m the next yea postponed the purchase of 

To conclud, the company should hweert^ P ^P ^ debenture s or it 

•ass sstsss^i sg ™. sm ——— 

Sot have been incurred out of working capital. 


Problem 12 

The following is the General 
Authority: 

Liabilities 


Capital Libilities 
Capital Redemption Account 
Capital Reserve 
General Reserve 


Balance Sheet of Port 


31st Dec. 

1967 
( 000 £) 
64.684 
15,680 
6,789 


of London 


31st Dec. 

1966 

( 000 £) 

59,300 

15,059 

7,761 

1,500 


Reserve for Losses on Sale or 

Redemption of Investments 

Insurance Fund 

Net Revenue Account 

Provisions for Renewal of Machinery 

and Port Modernization 

Current Liabilities 

Total 


Assets 

Capiul Expenditure 

Discount and Expenses on 

Issue of Port Stock 

Interest on New Capital Works 

Investments 

Current Assets 

Toul 


410 

334 

1,279 

1,229 

362 

417 

3,766 

1,278 

7,025 

6,277 

99,995 

93,155 

84.106 

74,255 

561 

633 


301 

9,354 

11,393 

5,974 

6,573 

99,995 

93,155 
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362 

The Net Revenue Account for the year ending 31st Dec., 1967, revealed 
a deficit of £ 15,55,000. After transferring a sum of £ 15.00,000 from the 
General Reserve, the balance of £ 55,000 was carried to the General Balance 
Sheet. Prepare a statement of sources and application of funds. 

B. Com. Pt. Ill (Pb. Univ. 1976) 

Solution 


Statement Showing Changes in Working Capital. 



1967 

1966 

Increase 

Decrease 


(000£) 

(000£) 



Current Assets 

5,974 

6,573 

— 

599 

Currents Liabilities 

7,025 

6,277 

— 

748 

Working Capital (-) 

1051 

296 

— 

1,347 

Net Decrease in Working Capital: 



£1,347 

Net Revenue Account for 




£ 

the year 31.12.67 

Add: Capital Reserve 

1966 

7761 

(Dr) 

1,555 


1967 

6789 


972 





2,527 

Deduct: 





(i) Discount and Expenses on 



£ 


Issue of Port-stock 

1966 

633 




1967 

561 

72 


(ii) Interest on New Capital 





Works 



301 


(iii) Capital Redemption 





Account 

1967 

15,680 




1966 

15,059 

621 


(iv) Reserve for Losses on 





Sale or Redemption of 
Investments 

1967 

410 




1966 

334 

If, 


(v) Insurance Fund 

1967 

1,279 

1 o 



1966 

1,229 

50 


(vi) Provision of Renewal 





of Machinery and Port 
Modernization 

1967 

3,766 




1966 

1,278 

2,488 



3,608 


Funds from Operations (Cr.) £ 1,081 
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Statement of Sources And Application of Funds 


Sources: £ 


Funds from Operation 

Capital Liabilities. 

1967 

1966 

64,684 

59,300 

1081 

5,384 

Sale of Investments 

1966 

1967 

11,393 

9,354 

2,039 

n r a in Wnrkine Capital 



1,347 

Decrease in wuimm© 



£ 9,851 

Application: 

Increase in Capital Expenditure 

1967 

1966 

84,106 

74,255 

9,851 


£ 9,851 


. 3 ^ 


Problem 13 ^ 

Prepare a Statement of Changes in Working Capital adornment on 
the liquidity position of Manjit & Co. on the has 
information : 


Equity Capital 
Debentures 
Tax Payable 
Account Payable 
Interest Payable 


Balance Sheet as at Dec. 31. 
1974 1975 

5,00,000 5,00.000 Fixed Assets 
3,70,000 4,50,000 Investments 
77.000 43,000 Work-in-prog 


IIUVI vuk » 

Dividends Payable 50,000 3 5,000 

Total 11,30,000 12.65,000 


77,000 43,000 Work-in-progress 

96,000 1,92,000 Stock-in-trade 

37,000 45,000 Account Receivable 

sn nno 35.000 Cash 


1974 

6,00,000 

2 , 00,000 

80,000 


1975 

7,00,000 

1,00,000 

90,000 


1,50,000 2,25,000 

70,000 1,40,000 

30,000 10,0C0 


11.30.000 12,65,000 


B. Com. Pi. HI (Pb. Univ.) 1976 


Solution 

Statement of Changes in Working Capital 



1975 

Current Assets: 

Rs. 

Work-in-progress 

90,000 

Stock-in-trade 

2,25,000 

Accounts Receivable 

1,40,000 

Cash 

10,000 


1974 

Increase 

Decrease 

Rs. 

Rs. 

Rs. 

80,000 

10,000 

— 

1,50,000 

75,000 

■— 

70,000 

70,000 

— 

30,000 

— 

20,000 


20,000 


4,65,000 


3,30,000 


1,55,000 
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1975 

b/f 

4,65,000 

Current Liabilities: 

Tax Payable 

43,000 

Accounts Payable 

1,92,000 

Interest Payable 

45,000 

Dividends Payable 

35,000 

3,15,000 

Working Capital 

1,50,000 

Increase in Working 

Capital 

1,50,000 
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1974 



3,30,000 

1,55,000 

20,000 

77,000 

34,000 

_ 

96,000 

— 

96,000 

37,000 

— 

8,000 

50,000 

15,000 

— 

2,60,000 

2,04,000 

1,24,000 

70,000 

— 

80,000 

80,000 

— 


1,50,000 

2,04,000 

2,04,000 


Current Ratio: 
Quick Ratio: 


1975 1974 

4,65,000 3,30,000 

3,15,000 2.60,000 

1.5:1 13:1 

1 : 2.1 1 : 2.6 


For every rupee of current liability M/s Manjit & Co. have got a cover of 
rupee one and fifty paise in 1975. But the liquid resources are not sufficient 
to discharge current maturing obligations. For Rs. 2.1 of current liabilities in 
1975 the liquid resources are rupee one. This liquid position has slightly dete¬ 
riorated in 1975 over 1974. The reason for deterioration in liquid position 
is a sizeable increase in Work-in-progress and Stock-in-trade in 1975 over that 
of 1974. J 

Problem 14 


The summarised Balance Sheet of Beta Ltd., as on 31st March, 1974,1975 


and 1976 are given below: 

Liabilities: 

Paid up Capital 
Borrowings (Long-term) 

(i) From Banks 

(ii) From Others 
Current Liabilities 


Assets: 

Gross Block 
Less Depreciation 

Net Block 
Current Assets 
Profit and Loss a/c 


(Rs. in Lakhs) 


1974 

1975 

1976 

194 

194 

194 

68 

97 

124 

281 

343 

379 

52 

54 

99 

Total 595 

688 

796 

355 

356 

361 

69 

95 

122 

286 

261 

239 

143 

199 

234 

166 

228 

323 

Total 595 

688 

796 
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FUNDS FLOW AND cash flow state . an d a Statement of Net 

.jsasstf ssssstf ?.»— 1915 '” d ,976 - 


Solution 




1974 


1975 


Current Assets 
Current Liabilities 

Working Capital 

Increase in # 
Working Capital 


sho.i« o»™» i» emw 


1976 


Current Assets 
Current Liabilities 

Decrease in Working Capital 


Statement of Source. plication of Funds for the 


Source 

Depreciation 

(Non cash exp.) 2(3 

Increase in Borrowings 
Bank 29 

Others 62 91 


Application 


Loss 

Increase in 
Working Capital 
Increase in 
Gross Block 


Statement of Sources and Application of Funds for the 

Year 1975-76 

Source , Apphcauon ^ 

Depreciation 27 Loss 

in Sorrowing “ e .oc k $ 

Others 36 63 


Decrease in 
Working Capital 


100 


100 
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Problem 15 


Shri Sanjiv Kumar runs a small business whose Balance Sheet as on 31st 
March, 1975 was as under: 

Balance Sheet as on 31st March, 1975 


Liabilities 

Rs. 

Assets 

Rs. 

Capital Account 

50,500 

Building 

50,000 

General Reserve 

7,000 

Furniture 

10,000 

Bank Loan (Secured 


Motor Car 

15,000 

on Building and 


Stock-in-trade 

12,000 

Furniture) 

40,000 

Debtors 

22,000 

Creditors (for Goods 


Cash and Bank Balances 

9,500 

Purchased) 

11,300 



Liability for Income- 




tax 

9,700 



Rs. 

1,18,500 

Rs. 

1,18,500 


He has maintained no records for the year ending 31st March, 1976 but 
informs you the following on the basis of which you are required to prepare a 
statement of changes in working capital showing the increase or decrease 
thereof: 

(a) He sold his Motor car on 30th September, 1975 for Rs. 18,000 and 
on the same date he purchased 100 Equity Shares of Rs. 10 each in 
X Ltd. 

(b) His sales for the year were 20 per cent higher than in the last year. 
Consumption of materials increased by 10 per cent. Cutomers are 
allowed 2 months’ credit and suppliers allowed 1 month credit. 
Debtors on 31st March, 1975 represent sales for February and March 
(to be evenly allocated). 

(c) Business expenses for the year amounted to Rs. 1,800 per month 
(paid in each month). There were no other receipts and payments 
during the year. He earns a steady gross profit @ 30 per cent on 
turnover. 

(d) Provide for Bank loan 6 per cent and for Income-tax liability for the 
year Rs. 5,000. 

Solution 



Statement Showing Changes in Working Capital 

D ecrease 


31st March 

1975 

31st March 

1976 

Increase 

rrent Assets: 

Rs. 

Rs. 

Rs. 

Rs 

Stock 

12,000 

50,280 

38,280 


Debtors 22,000 

Cash and Bank 

26,400 

4,400 

8,330 

Balances 

9,500 

1,170 


c/f 

43,500 

77,850 

42,680 

8,330 


FUNDS 

b/f 


PLOW AND CASH FLOW STATEMENTS 


43,500 


77,850 


42,680 


Less Current Liabi- 

““creditors ".300 


12,430 


Less Interest on 
Bank Loan (O/S) 


2,400 


Liability for 

Income-tax 


Working Capital 
Increase in 
Working Capital 


9,700 

5,000 

4,700 

"21.000 

19,830 

47,380 

^22,500 

58,020 


35,520 



58,020 

58,020 

47,380 


Working Notes: 

(i) Debtors on 31st March, 1976 
One Months’ Sale in 
1974-75 

Add 20% Increase 


Debtors on 31.3.76 Rs. 13,200x2 

(ii) Creditors* on 31st March, 1976 
Creditors as per Last Balance Sheet 

Add 10% increase 
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8,330 

I, 130 
2,400 

II, 860 

— — — ■ 

35,520 

47,380 


Rs. 

11,000 

2.200 

13,200 

26,400^ 

11,300 

1,130 

12,430 


Creditors on 31.3.76 (equal to one 12,430 

Month’s purchase) —- 


(iii) Stock in Trade on 31st March, 1976 

Trading a/c for the Year Ending 31.3.1976 


To Opening Stock 

To Purchases* 
(12,430X12) 

To Gross Profit (30% 
of Rs. 1,58,400) 


Rs. 


Rs. 

12,000 

By Sales 

1,58,400 

(13,200X12) 

1,49,160 

By Closing Stock 

50,280 


(balancing figure) 

47,520 


_ 

2,08,680 


2,08,680 


•Though the problem mention materials consumed having increased by 
10%, it is really the purchases that have increased by 10 / 0 ; othewise a minus 
figure of stock will emerge. 
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(iv) Cash and Bank Balance as on 31st March, 1976 

Cash a/c for the Year Ending 31.3.1976 


To Opening Balance 
„ Collection from 

Rs. 

Rs. 

9,500 

By Payment to 

Creditors 11,300 

Rs. 

Debtors : 

22000 

1,54,000 

+ (12,430X11) 

1.48,030 

-HI 3,200 X 10) 

132000 


„ Purchase of Invest¬ 

„ Sale of Motor — 
Car 


18,000 

ments (100 shares 
@ Rs. 10) 

„ Business Expenses 
(1800X12) 

„ Income-tax 
(1974-75)* 

„ Closing Cash 

Balance 

1,000 

21,600 

9,700 

1,170 


Rs. 

1,81,500 

Rs. 

1,81,500 


*It is assumed that income tax for 1974-75 has been 
mally be the case. 


Problem 16 



paid 


as would nor- 


From the following Balance Sheets of Z Co. Ltd. you are required to 
show any increase or decrease in working capital and sources and application 
thereof: 



As at 31st 
Dec., 

1975 

Rs. 

As at 31st 
Dec., 

1976 

Rs. 


As at 31st 
Dec., 

1975 

Rs. 

As at 31st 
Dec., 
1976 

Rs. 

Equity Share 
Capital 

2,40,000 

3,60,000 

Land and 
Buildings 

1,66,200 

3,39.600 

Share Pre¬ 



Machinery 

1,06,800 

1,53,900 

mium 

24,000 

36,000 

Furniture 

7,200 

4,500 

General Reserve 

18,000 

27,000 

Stock 

66,300 

78,000 

Profit and Loss 



Debtors 

1,09,500 

1,17,300 

Account 

58,500 

62,400 

Bank 

14,400 

12,000 

8 per cent 
Debentures 


78,000 




Provision for 
Tax 

29,400 

32,700 




Creditors 

1,00,500 

1,09,200 





4,70,400 

7,05,300 


4,70,400 

7,05,300 

Depreciation written off during year: 




Machinery 




Rs. 

38,400 


Furniture 




1,200 

■ > 
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Solution 


Z Co. Ltd. 


Statement Showing Changes m 

Year ending 

31.12.75 Rs. 


Working Capital 


Current Assets: 

Stocks 

Debtors 

Bank 

Less: Current Liabilities: 

Provision for Tax 
Creditors 


Rs. 

29,400 

1,00,500 


66,300 

1,09,500 

14,400 

1,90,200 


Year ending 

31.12.76 Rs. 

78,000 

1,17,300 

12,000 

1 , 07,300 


Rs. 

32 700 

1,29,900 1 .09.200 _M1*» 
"55o «400 


Increase in 

Working Capital 

5,100 


z. Co. Ltd. 

Source and application of'Working Capital for the 

Year Ending Dec. 31. 

Rs. 

Rs. 

Opening Balance of Working Capital 

Add: Sources of Funds: 

Cash Generated from 

Operation (1) 

52.500 

1,20,000 

12,000 

60,300 

Issue of Equity Shares 


Share Premium 


Issue of 8% Debentures 

78,000 

2,64,000 

Sale of Fixed Assets (furniture) 

1,500 



3,24,300 

Less: Fixed Assets Purchased: 

Land and Building 

1,73,400 

85,500 

258,900 

Machinery 



Closing Balance of Working 
Capital 

Working Notes: 

(1) Cash Generated from Operations: 

Increase in General Reserve 
Increase in Profit and Loss Account 
Depreciation 


65,400 


Rs. 

9,000 

3,900 

39,600 


52,500 
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(2) Machinery a/c 

To Balance b/d 

To Bank 

Rs. 

1,06,800 

85,500 

By Depreciation 
,, Balance c/d 

Rs. 

38,400 

1,53,900 


1,92,300 


l’,92,300 

(3) Furniture a/c 

To Balance b/d 

Rs. 

7,200 

By Depreciation 

By Bank 

By Balance c/d 

Rs. 

1,200 

1.500 

4.500 


7,200 


7,200 

Problem 17 




The following is the Balance Sheet of Bharti Industries as on 31st 
December, 1975 with the corresponding figures of the previous year: 

Assets 

Fixed Assets: 

Land and Building 

Less Depreciation 

Plant and Machinery 

Less Depreciation 

Current Assets, Loans and 

Advances: 


31st Dec. 

1975 

Rs. 

3,70.000 

50,000 

Previous 

Year 

Rs. 

3,94,600 

29,680 

Stock-in-trade 

Sundry Debtors 

Bills Receivable 

Advance Payments to 
Contractors 

Cash with Bank 


2,20,000 

1,66,000 

34,000 

10,000 

20,000 

1,52,500 

1,56,000 

18,500 

2,000 

10,000 



8,70,000 

7,63,280 

Liabilities 




Issued Share Capital: 




3,500 Equity Shares of Rs. 100 
each 

3,50,000 

3,50,000 

Reserve and Surplus: 




General Reserve 

Surplus in Profit and Loss Account 
Secured Loans from Banks 

1,74,000 

80,000 

16,000 

©o 

Current Liabilities: 




Sundry Creditors 

Bills Payable 


1,90,000 

60,000 

1,87,280 

46,000 



8,70,000 

7,63,280 
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schedule showing the following. 

You are required to prepare a schedule show 

(a) Uemw.se changes in brief wha , you understand 

(b) Liquid and proprietary rat.os explam.ng 
by these terms. 


Solution 


BHARATI INDUSTRIES LTD. 

Schedule Showing ^^W**”*'* CaPiU ‘ 

for Year Endmg December 31. ^ ^ ^ ^ 


Current Assets 

Stock-in-trade 

Sundry Debtors 

Bill Receivable 
Advance Payments 
to Contractors 

Cash in Bank 

Previous Yr. 

Rs. 

1,52,500 

1,56,000 

18,500 

2,000 

10,000 

31.12.75 

Rs. 

2,20,000 

1,66,000 

34,000 

10,000 

20,000 

Increase 

Rs. 

67.500 
10,000 

15.500 

8,000 

10.000 

Total 

3,39,000 

4,50,000 


Current Liabilities 
Sundry Creditors 
Bills Payable 

Total 

1,87,280 

46,000 

1,90.000 

60,000 


2,33,280 

2.50.000 

1,11,000 

Working Capital 
Net Increase in 
Working Capital 

1,05,720 

94,280 

2,00,000 


2,00,000 

2,00,000 

1,11,000 


Decrease 
Rs. 


2,720 

14,000 


16,720 

94,280 


(b) (i) Liquid Ratio: Liquid Assets/Current Liabilities. 

It shows the capacity of an undertaking to meet its current liabilities when 
they mature for payment. 


Liquid Assets 


Sundry Debtors 
Bills Receivable 
Cash with Bank 


Current Liabilities 
Liquid Ratio 


31.12.75 

Previous year 

Rs. 

1,66,000 

Rs. 

1,56,000 

34,000 

18,500 

20,000 

10,000 

2,20,000 

1,84,500 

2,50,000 

2,33,280 

0.88 : 1 

0.80 : 1 


The ratio has improved in 1975. 

It is healthy sign. However.it is still rather low; the Company should 
attempt to improve its short-term liquidity position and bring the liquidity 

ratio to 1. 
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(ii) Proprietary Ratio: 

It is the ratio of funds belonging to shareholders to the total assets of the 
company. Funds belonging to shareholders include share capital plus reserves 
and surpluses. Losses or any other form of deffered expenditure should be 


deducted. It is worked out as follows: 

Proprietor's Funds : Total Assets. 

31.12.1975 Previous Year 

Rs. Rs. 

Proprietor’s Funds: 

Issued Share Capital 3,50,000 3,50,000 

Reserves and Surplus: 

General Reserve 1,74,000 1,10,000 

Surplus in Profit 

and Loss a/c 80 000 70,000 

Total 6,04,000 5,30,000 

Total Assets 8,70,000 7,63,280 

Proprietary Ratio 0.69: 1 0.69 : 1 


The ratio shows no change over the year. It shows solvency of the 
company in the sluse that the shareholders have 69% of the resources in building 
up the assets of the company and outsiders contribution provided is only up to 
31%. 

Problem 18 

The following are the summarized trial balances of Hema Ltd. as at 31st 
December, 1974 and 31st December, 1975: 

31st December 1974 31st December, 1975 



Dr. 

Cr. 

Dr. 

Cr 


Rs. 

Rs. 

Rs. 

Rs. 

Issued Share Capital 


8,00,000 


8,00,000 

Capital Reserve 




2,00,000 

8 per cent Debentures 




2,50,000 

Discount of Issue of 





Debentures 



5,000 


Land and Building 

5,00,000 


4,00,000 


Plant and Machinery 

10,00,000 


12,50,000 


Provision for Depre¬ 





ciation on Fixed 





Assets 


4,00,000 


5,00,000 

Profit and Loss 





Account Balance on 





1st January 


3,00,000 


4,50,000 

Net Profit for the Year 


2,30,000 


3,00,000 

Dividend for the 





Previous Year 

80,000 


80,000 


Provision for Doubt¬ 





ful Debts 


20,000 


35,000 

Trade Investments 





(at cost) 

1,00,000 


3,00,000 


Current Assets 

7,00,000 


8,50,000 


Current Liabilities 


3,50,000 


2,50,000 

Bank Overdraft 


2,80,000 


1,00,000 


23,80,000 

23,80,000 28,85,000 

28,85,000 
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The following additional information is ava, ’* b '*; ^ of Rs i ,00,000 

(1) During the year, Land Build' ,n J f ha R " g 75 000 have been sold for 
' and a written down value of Rs. transfer red to Capital 

~ J I 

(b) On 1st January, 1975 the companyL^^'^artofthe discount has 
of Rs 2 50,000 at a discount of 5 per ceni. ran 

been written off out of the profits. 

Prepare a statement of sources and application of funds during 
year. 

HEMA LTD. 


Solution 


atement of Sources and AgMto".of^u-tds for the 
undine 31 St December, wij 


Sources 

Sales of Land and 
Buildings 
Issue of 
Debentures 
Cash inflow from 
Operations (profit 
and non-cash 
charges) 


Rs. 

Application 

Purchase of Plant 

3,00.000 

and Machinery 

2,37.500 

Trade Investments 
Dividend Paid 

4.07,500 

9.45.000 

Increase in Working 
Capital 


Rs. 

2.50,000 

2 , 00.000 

80,000 


4,15,000 

9,45,000 


Working Notes: 


(1) Statement of Change in Working Capital: 


\ - - - 

Current Assets 

1974 

Rs. 

7,00,000 


1975 

Rs. 

8,50,000 

Less Provision for 

Doubtful Debts 

20,000 


35,000 


6,80,000 


8,15,000 

Less Current 

Liabilities 3,50,000 


2,50,000 

3,50,000 

Bank Overdraft 2,80,000 

6,30,000 

1 , 00,000 

Working Capital 

50,000 


4,65,000 

Increase in Working 

Capital 

4,15,000 




4,65,000 





374 


MANAGEMENT ACCOUNTANCY 


(II) Profit & Loss Appropriation Account for the Year ending 31.12.75. 



Rs. 

1975 Rs. 


To Discount 


Jan. 1 3,00,000 


on Debentures 

7,500 

By Balance b/d 2,30,000 


„ Provision for 


5,30,000 


Depreciation 

1,25,000 


„ Dividends 

80,000 

Less Dividends 

Paid 80,000 

4,50,000 

„ Balance c/d 


„ Land and 


(7,50,000—80,000) 

6,70,000 

Building (Revenue 
Portion of Profit) 

25,000 


„ Profit for the 


Year Including 


Non-cash 


Charges 

4,07,500 

8,82,500 

8,82,500 


(Ill) Capital profit on sale of Land and Building credited to Capital 
Reserve will not affect the Statement of Sources and Application of 
Funds. * 

OV) The provision for Depreciation as on 31st December, 1974 gets 
reduced to Rs. 3,75,000 because of sale of Land and Buildings. The 
Balance on 31st December, 1975 is Rs. 5,00,000; hence Rs. 1,25,000 
must have been added during the year. 


EXERCISES 


1 From the following information you are required to prepare cash flow statement 
of Guru Nanak Company Ltd. for the year ended December 31, 1975 : 


Balance Sheets 


Rs. ’000) 


Liabilities 

1974 

1975 

Assets 

1974 

Share Capital 

70 

70 

Plant & machinery 

50 

Secured Loans 
(repayable 1985) 


40 

Inventory 

15 

Creditors 

14 

39 

Debtors 

5 

Taa payable 

1 

3 

Cash 

20 




Prepaid general 
expenses 

2 

P & L a/c 

7 

10 




92 

162 


92 


1975 


91 


162 


§ 8 
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PROFIT AND LOSS ACCOUNT FOR THE YEAR 

DELEMBER 31, 1975. 


ENDED 


To Opening inventory 
„ Purchases 
, gross profit c/d 


„ General expenses 
„ Depreciation 
„ Taxes 
M Net profit c/d 


dividend 
balance c/d 


Rs. 

15 

98 

27 

140 

11 

8 

4 

4 

27 

1 

10 

11 


By Closing inventory 
. Sales 


Gross profit b/d 


(Rs. 000) 
40 

100 


140 

~27 


balance b/f 
net profit b/d 


<B 


BALANCE SHEETS 


27 

7 

4 

Ti 

Com. Pt. Ill, 1977 Panjab) 
prepare a Cash Flow Statc- 



1975 

1976 

Liabilities 

Rs. 

Rs. 


70.000 

70.000 

Share Capital 


40.000 

Secured Loans (Repayable in 1987) 

14.000 

39.000 

Creditors 

1.000 

3.0C0 

Tax payable 

7.000 

10,000 

P & L a/c 


— ■ ■ - 

92.000 

1,62,000 


1975 

1976 


Rs. 

Rs. 

Assets 

50,000 

91,000 

Plant & Machinery 

15,000 

40,000 

Inventory 

5.000 

20,000 

Debtors 

20.000 

7.000 

Cash 

2,000 

4.000 

Prepaid General Expenses 


92,000 

1,62.000 


PROFIT & LOSS ACCOUNT FOR THE YEAR ENDED 

31ST DECEMBER, 1976. 


To Opening inventory 
„ Purchase 
„ Gross profit c/d 


Rs. 

15,000 

98,000 

27,000 

1,40,000 


By Closing inventory 
,» Sales 


Rs. 

40,000 

1 , 00,000 


1,40,000 
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Rs. 


Rs. 

To General Fxpcnscs 

11,000 

By Gros* profit b'd 

27.000 

„ Depreciation 

8,000 



,, Taxes 

4.000 



.. Net profit c/d 

4.000 




27.000 


27,000 

To dividend 

1,000 

By Balance b/f 

7,000 

„ Balance c/f 

10,000 

„ Net profit b/d 

4.000 


11.000 


11,000 


M. Com. 1977 Nagpur 

3. The comparative Balance Sheet ot' Zenith Steel Ltd. relating to 1973 and 1974 was 
as follows 

Assets 

Cash 
Debtors 
Stock 

Sinking Fund Investments 
Land 
Building 

Furniture and Fixtures 


1974 

1973 

(Rs.) 

(Rs.) 

11,200 

8,500 

21,300 

23,500 

35,000 

30,600 

16.000 

12,000 

10.000 

10,000 

60,000 

60,000 

8,000 

7,000 

1,61.500 

1,51,600 


Liabilities 

Creditors 

Bills payable 

Loan on Mortgage 

Capital 

Sinking Fund 

Profit and Loss a/c 

Provision for Doubtful Debts 

Depreciation Fund— 

Building 

Furniture St Fixtures 


15.000 

18,000 

10.000 

7,500 

40,000 

40,000 

50,000 

45,000 

16,000 

12,000 

13,950 

16,275 

1,350 

1,425 

12,000 

9,000 

3,200 

2,400 

1,61,500 

1,51,600 


You arc given the following additional information : — 

(a) the Net Profit for the year 1974 amounted to Rs. 6,675. 

(b) A dividend amounting to Rs. 5,000 was paid during the year. - 

Prepare the statament of sources and uses of Funds and a statement of changes in 
Working Capital. M 1976 Nagpur. 
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EXERCISES 

4. The following aie the 


December. 1972: 

1971 


Rs. 

Share Capital 

1,00.000 

General Reserve 

25.000 

Profit & Loss a/c 

15,250 

Bank Loan 

35.000 

Creditors 

75.000 

Provision for Taxation 15,000 


2.65.250 


summaries of the Balance 

1972 

Rs. 

1,25,000 Land & Building 
30,000 Plant 

15,300 Slock 
— Debtors 
67,600 Cash 
17,500 Bank 

2,55.400 


1971 

1972 

Rs. 

Rs. 

1,00.000 

95.000 

75.000 

87,000 

50,000 

37,000 

40,000 

32,100 

250 

300 

— 

4,000 

2,65.250 

2,55.400 


Aihliflonal information : 

(a) Dividend of Rs. 11.500 was paid during 1972. 

(b) Depreciation was written ofT plant Rs. 7.000 in 1972. 

(c) Incometax provision made during the year was Rs. 16,500. 

You arc required .o prepare a statement lowing sources and application of fund, for 
the year 1972 and a schedule setting out changes in Working Cap ^ p| n , 974 (Panjab ). 

5. The summarised balance sheets of Alpha Ltd., as on 31st March. 1973. 1974 and 
1975, are given below 

nn list March 


Liabilities 
Paid up capital 
Borrowings (Long-term)— 
(i) From Banks 
(il) From Others 
Current Liabilities 


Assets 

Gross Block 

Less : Depreciation 

Net Block 
Current Assets 
Profit & Loss Accoui * 


1973 

1974 

1975 


(Rs. in lakhs) 


194 

194 

194 

68 

97 

124 

281 

343 

379 

52 

54 

99 

—— 

— 

—— 

Total 595 

688 

796 

355 

356 

361 

69 

95 

122 

. - 

-- 

— 

286 

261 

239 

143 

199 

234 

166 

228 

323 

— 

— 

— 

Total 595 

688 

796 

_ ___ 

— 

— 


Prepare a statement of ‘Net Sources and Uses of Funds ’ for the years ended on 31st 
March 1974 and 1975 and give your comments on the same. 

_ r A 
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6. The following are the comparative Balance Sheet figures of Bharat Traders Ltd 
lor the year ended 31st December : *' 


Assets : 

1976 

Rs. 

1977 

Rs. 

Bank and Cash 

20,000 

65.000 

Sundry Debtors 

80,000 

50,000 

Stocks and Stores 

1,27,500 

1.17,500 

Land and Building 

5.10,000 

2.70,000 

Motor Vehicles and Furniture and Fittings 

1,05,000 

1,05,000 

Plant & Machinery 

17,72.000 

14,02.000 


Total: 26.14.500 

20.09.500 

Liabilities : 



Sundry Creditors and Liabilities 

1.82.500 

1.59.500 

Dividend provision 

1,00,000 

— 

Long-term Loan 

2.67.500 

— 

Share Capital 

20,00,000 

18,00.000 

Profit & Loss Account 

64.000 

50.000 


Total : 26.14,500 

20,09,500 


---- 

---- 

From the above details, you are required to prepare a statement 
application of funds during the year. 

of sources and 

7. From the following balances as at 1st January, 1977 and 31st December. 1977, in 
the books of A.B.C, Oil Company. Prepare a Movement of Funds Statement for the year 
ended 31st December, 1977. Do you consider the cash position as at 31st December, 1977, 
satisfactory ? Give reasons for your answer. 

Liabilities 

1st Jan. 1977 

31st Dec. 1977 


Rs. 

Rs. 

Equity Share Capital 

10,00,000 

11,00,000 

Share Premium Account 

— 

30,537 

Profit on Redemption of Debentures 

— 

1.500 

Profit & Loss Account balance brought forward 

80,539 

80,539 

Profit for year, before taxation 

— 

1.27.311 

6 per cent Debentures 

6.00,000 

5,50,000 

Sundry Trade Expenses and Creditors 

80,231 

70,118 

Taxation 

60,555 

— 

Proposed Dividend (net) 

25.000 

— 


.18,46,325- 

V 19,60,005 


18,46,325 
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Assets 


Free hold properly at cost R$ 

Plant and Machinery 14,16,600 

a,COSl 5.66,600 

Less : Depreciation _ 

Shares in Subsidiary Companies a. cost 
Loans to Subsidiary Companies 
Work-in-Progress 
Stock-in-Trade 

Debtors 

Balance at Bank 

Total 


1st Jan. 
Rs. 

4.50,000 


31st Dec. 1977 
Rs. 

5 , 00,000 


15.36,600 

5,98,600 


8,50,000 

2,00,000 

86,000 

30,569 

54.322 

20.181 

1.55.253 

18,46.325 


9.38.000 

2,00,000 

1 , 00,000 

45,699 

74,999 

25.362 

75,945 

19,60,005 


8 Following arc the summarised balance sheets of A.B. Ud. as on 
1976 and 31st December, 19//. 


31st December, 


Liabilities 


Assets 



As on 31st Dec. 


1976 

1977 


(Rs. ’000) .. 

Share capital 

60 

60 

Retained earnings 

70 

60 

Debenture 

40 

40 

Creditors 

30 

Zj 

1A 

Liabilities 

10 

10 

Provision for 


t c 

taxation 

20 

15 

Total 

230 

210 


Land 

Building and Plant and 
Machinery 

Goodwill and Patents 
Stocks and Stores 
Debtors 

Prepaid expenses 
Cash 


As on 31 Dec. 
1976 1977 

(Rs. ’000) 

30 30 




ended 3lsl uecemuer. ... 1WMnher 

Following are the smmariz.d Balance Sheets of X.Y.Z. Ud. as on 31s. Decembe . 
1976 and 31st December 1977 : 


Liabilities 


Assets 


As on 3ht Dec. 
1976 1977 

(Rs. *000) 


Share Capital 
General Reserve 
P and L A/c 
Bank Loan 
Sundry Creditors 
Provision for 
Taxation 


200.0 

50.0 

30.5 

70.0 

150.0 


250.0 

600 

30.6 


Total 


135.2 

35.0 

510.8 


Land and Building 
Plant and Machinery 
Stock 

Sundry debtors 

Cash 

Bank 

Goodwill 


As on 31st Dec. 
1976 1977 

(Rs. ’000) 
200.0 190.0 


150.0 

100.0 

80.0 

0.5 


169.0 

74.2 

64.2 
0.6 
8.0 
5.0 


380 


MANAGEMENT ACCOUNTANCY 


Additional information supplied : 

During the year ended 31st December, 1977 
(a) Dividend of Rs. 23,000 was paid. 

m company were purchased r - 

Stock—Rs. 20,000, Machinery—Rs. 25,000 

(c) Machinery was purchased for Rs. 8.000 

(d) The net profit for the year was Rs. 66,100. 

(*) Depreciation written ofT- 


a consideration 0 f 


Building—Rs. 10.000, Machinery-R s . 14 000 
(/> &d aX LSi d A^ u n „ g ,: he y “ r RS ' 28 ’°°° = P “" 33.000 was cha, W * 


Prepare a Statement of Source and 
December, 1977. 


Application of 


Funds for 


the year ended 3lst 


10. The funds statement data for Mini-Machines Ltd., is as follows : 


Cash dividends 
Depreciation 

Investment in Plant and Equipment 

Increase in long term debt 

Miscellaneous inflow of funds 

Miscellaneous outflow of funds 

Sales of equity shares under : Rights offering 

Employees plan 

Net earnings 

Net current assets at the end of the year 
Net current assets at the beginning of the year 
Change in working capital 


1976 

Rs. 

2 , 11,00 

5.74.000 

11 . 22.000 

28,000 

3.000 

56,000 

4.77.000 

6,99,000 

9,00,000 

12 , 01 , 000 ) 


1977 

Rs. 

2,32,000 

7.32,000 

15,14,000 

60,000 

3,000 

3,72,000 

76,000 

5.26,000 

7.23,000 

6,99,000 

24,000 


Mr. Sundarm, the Accountant of the company scrambled his notes while trying to 
compile the sources and application of funds statements for 1976 and 1977. 

You have been asked to unscrable them and compile a funds statement for these years. 
Comment on any significant changes that you detect. 


CHAPTER XVI 


VALUATION OF SECURITIES 

Political climate, Economic ThSc "Actor. 

.««* -«*— m • 

dti — 01 share. ... he d-W - 

and specific. 


General 


General factors are thorn which have a. ceral. e« on the price of 


Govern...... «—» policies Bank rate, direct a.d 

indirect taxes. 

(ii) Political stability in the country. 

(iii) Economic climate 

(iv) Industrial policy of the government. . marke . 

<•> arfs^-ssr^ ftta -«>• 

immune to changes in other parts of the world. 

Specific 

Specific factors are those which apply to the particular company and to 
the industry in which the company is operating. 


(i) 

(i>) 


(iii) 

(iv) 

(v) 

(vi) 


(vii) 


The present position and future prospects of the industry of which 
the company is a part. 

The amount and trend of dividends paid and expected, future di - 
dends, taking into consideration the dividend cover and the yield 
compared with similar equity shares. 

Announcement by companies themselves may affect prices, for 
instances if a company increases or does not pay interim dividend. 

The capital structure of the company, which will lead to the study of 
financial leverage i.e. the proportion of debt to equity. 

An analysis of the company’s cash flow to determine its ability to 

service fixed charges. 

The amount and trend of the company’s profits and the earnings 
yield*' i.e. the profits available for distribution to equity shareholders 
after meeting all prior charges, expressed as a percentage ol the 
market value of the equity share capital. 

The set up of the management to ensure that the company has got a 
competent and broad-based. Board of Directors and also has within 
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it persons of sufficient standing with adequate technical, financial and 
business experience. 

(viii) The net assets according to the balance sheet of the company. 

(ix) Whether there is an active market in the equity shares and the 
amount of the “turn” i.e. the difference between the higher and lower 
prices as quoted on the stock exchange. 

(x) The possibility of bonus or rights issues. 

Purpose of valuation 

(i) Assessment under the Estate Duty, Wealth Tax and Gift Tax. 

(ii) Purchase of a block of equity shares which may entitle the holder 
thereof a controlling interest in the company. 

(iii) For amalgamation and absorption schemes. 

(iv) Acquisition of interest of dissenting shareholders under a scheme of 
recostruction. 

(v) Compensating shareholders on the acquisition of their shares by the 
government under a scheme of nationalisation. 

(vi) For security margin purposes e.g., where a bank lends money on the 
security of shares. 

(vii) Conversion of Preference Shares into equity shares. 

(viii) Valuation of securities for Balance Sheet purpose of trust and finance 
companies. 

(ix) For maintaining equilibrium where it is necessary to avoid having too 
great a proportion of any type of shares. 

In most cases the valuation would be readily ascertained from the 
quotation of shares on the stock exchanges. Where, however the securities are 
not quoted, recourse must be had to the prepartaion of a valuation. 

Relevance of valuation 

Valuation of shares by a professional valuer is called for when the parties 
involved in the deal fail to arrive at a mutually acceptable value. Valuation 
by an expert becomes necessary in the following situation:— 

(i) Shares are not quoted. 

(ii) They relate to private limited company. 

(iii) Directed by the court. 

(iv) There is a provision in the articles of association of the company. 

(v) There is an agreementt o this effect. 

(vi) There is a large block of shares which is under transfer. 

(vii) Requirement under statistics e.g. Wealth Tax, Estate Duty and Gift 
Tax. 

Relevance of Stock Exchange Prices 

The Council of t he London Stock Exchange is of opinion: Although 
stock exchange quotations do represent the market price obtainable for any 
share. But these quotations are not related directly to the value of a company’s 
assets and consequently these quotations, cannot form a rational basis for 
compensation. The stock exchange may be likened to a scientific recording 
instrument which registers, not its own actions and opinions, but the actions and 
opinions of private and institutional investors all over the country and indeed 
the world. 
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*, 'ss-s- S&arss: 

ment policy andI other c nce lo its assets an d earn ' B p wners hip of <ts 
valuation of a cor "P a 5 0 OTership of which is "P 1 r “ e " t f s insufficient but, for a 

share U capital, U 'affect* the* time 

S3& may be operat,ve 

valuation of shares, P 
the same time. 

Method of valuation 

Thr popular .«h.d, of —" “ ' 
m Eauity/Net Assets/or Balance Sheet Basis 

Net Assets Basis available as there is 

a,v,d “ 

the articles permit payment of arrears o of cvcn preference 

If there is one class of share say equi y former have no priority as to 
SpV.r“«?“.rS. “,“»». number o, *« - .epre.en, 
the value of such shares. 


Problem 


Share Capital : 

10000 11% Preference 
Share of Rs. 10/- each 
30000 Equity Shares 
of Rs. 10/- each 
General Reserve 
Debenture Redemption 
Fund 

10% Debentures of 
Rs. 100/-each 

Depreciation Fund 
Sundry Creditors 

Rs.- 


Balance Sheet 

Rs 

Sundary Assets 

Discount on issue 

1 00.000 of debentures 

Preliminary Expenses 

3,00,000 Profit & Loss Account 

20,000 

Rs. 

5,10,000 

10,000 

30,000 

60,000 

30,000 



50.000 

10000 

1,00,000 



6,10,000 

Rs. 

6,10,000 
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It is assumed that the assets are worth their book value, that Debenture 
interest for one year is owing and that the dividends on the Preference Shares 
are one year in arrear. Show the approximate valuation of the shares, ignoring 
income tax. 6 

Solution 


First find the net assets and in so doing care must be exercised in dealing 
with reserves. The Debenture Redemption Fund is not a liability, but a part 
of the undistributed profits. F 

Net assets may be arrived at by adopting any one of the two methods: 


I. Sundry Assets : 

Less Liabilities : 

10% Debentures 
Depreciation Fund 
Sundry creditors 

Less Debenture Interest 
for one year @ 10% 

Net Assets 

II. Share Capital : 

Preference Share Capital 
Equity Share Capital 
General Reserve 
Debenture Redemption Fund 

Less ; 

Debit balance of Profit and Loss 
Discount on Debentures 
Preliminary Expenses 


Rs. Rs. 

5,10,000 

50,000 

10.000 

1,00,000 1,60,000 


3,50,000 

5,000 


Rs. 3,45,000 

Rs. Rs. 

1 , 00,000 
3,00 000 
20,000 

30,000 4,50,000 


60,000 

10,000 

30,000 1,00,000 


3,50,000 


Less Debenture Interest 
@ 10% for one year owing 

- pM. 


5,000 


3,45,000 

If the Preference Shares are preferential to Capital, they have a first 
charge on the assets and as there are sufficient assets, they are fully covered. 
In the absence of further participation rights, they are worth Rs. 100 each. 


The Net Assets available for the equity shareholders are : 


Balance as above 
Less Preference Shares 


Rs. 

3,45,000 

1,00,000 


Net Assets 


Rs. 2,45,000 
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2,45,000 

Hence the equity shares are worth Rs. 30i000 


Rs. 8.17 


nencc uit v%t—»- . /• _ 

Should the Preference Shares^be on^ th^saroe^_ba«s^as the to the 

repayment of capital (merely having tnc s 3 , 45,000 _ R g 6J 

equity shares) then the value of all the shares - Rs. 40,000 

winding'^andX «S-tt^Sd^^v^caSjS the 
valuation will be as under : 


Net Assets 

Less : Perference share 
holders capital 
Preference dividends 
for one year @11% 


Rs. 

3,45,000 


Rs. 

1,00,000 


11,000 1,11.000 

Balance to equity shareholders Rs. 


uD Ml,000. 

The Preference Shares-cum-dividcnd are worth ks. 10 000 

= Rs. 11.10 each 
2,34,000 
Ks ‘ 30,000 
= Rs. 7.80 each 


and the equity shares arc worth 


Lastly, if the arrears of dividends are payable in priority but not the return 
of capital. The result would be as follows : 

Rs. 

3,45.000 
11,000 
Rs. 3,34,000 

3,34,000 _ Rs g 35 to which 


Net Assets 

Less Preference Share Dividends 
in arrears for one year 


The value of all shares would be Rs. 40,000 
would be added Rs. jjgg per share for dividend for perference shareholders 
- Rs. no 

Hence Preference Shares are worth Rs. 8.35 + Rs. 1.10 = Rs. 9.45. 

It need hardly be stressed that when a company is going into liquidation 
or (b) likely to be taken over on an asset basis by another company the 
valuation will be on the above mentioned basis, even is it quoted on the stock 
exchange because the market value would naturally be based on breakupbasis. 

Computation of Goodwill 

The computation of a value for goodwill to be included in the net assets 
of a company may also cause some difficulty. The method which takes super¬ 
profits into consideration is generally regarded as acceptable but opinions some¬ 
times differ as to how, it should be calculated :— 
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Problem 2 

The following illustration will show the most common methods ^P lo ^f- 
The net tangiable assets of a company are valued at Rs. 8.00.000/-. 
Earnings for the past five years have been 

Rs. 1.30,000 
Rs. 1.60.000 
Rs. 1,90.000 
Rs. 2,50,000 
Rs. 2,70,000 

Companies operating in the same industry g.ve a fair return of 20/„. 
What value might be placed for goodwj.l . 

Ignore Taxation 

Solution 

Goodwill might be computed on the following basis : 

2 , 00,000 

Average earnings 

Fair Return 20% X 8,00,000 l - 60 - 000 


(a) 


Super Profits 


Rs. 40,000 


Goodwill 5 years purchase of Super-Profits : 

Rs. 40,000 X 5 = Rs- 2,00,000 

ApplyingL “30.M0 
Rs. 1,60,000 x 2 = 3,20,000 
Rs. 1,90,000 x 3 = 5.70,000 

Rs. 2,50,000 X 4 = 10,00,000 
Rs. 2,70,000 X 5 = 1 3,50,000 

15 Rs. 33,70.000 


Rs. 2,24,667 Capitalized at 20% 
Net Assets Employed 
Goodwill (Balance) 


Rs. 2,24,667 
^ x 2,24,667 


Or 


Weighted average profits 
Expected yield 20% X 8,00,000 

Super Profits 


Rs. 11,23,335 
8,00,000 
Rs. 3,23,335 

2,24,667 

1,60,000 

Rs. 64,667 


Super Profits Capitalized = ^ x 64 ’ 667 

K — otpurchaw'of ft, 
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ATION OF Mictmrt 

trend Either ^jp h or^owitcf give height fo^he'mor* recent'profhs. 


Problem—3 


Balance Sheet as on 31st March, 1976 


Rs. 


p'P/^mhoriscd and Issued Share ^*^ 0 ^ Premises 

Capital : . 

30,000, 11 % Preference at cosi. 

Shares of Rs. 10 


4,80,000 


each. 

80,000 Equity Shares 
Rs. 10% each 


Revenue Reserves : 
General 

Reserve 1,40,000 

Profit and 

Loss, a/c 2,50.000 


Plant and Machinery 
3,00,000 Less-Depreciation 

Investments at cost 

8,00,000 (Market value 

_Rs. 2 , 10 , 000 ) 

11 00,000 Current Assets. 

Capital Expenditure 
not written off 


7,45,000 

1,80,000 


3,65,000 

10,000 


3.90,000 


10% Debentures 
Current Liabilities. 


1,00,000 

1,90,000 


Rs. 17,80,000 


Rs. 17,80,000 


Rs. 2,87,000. Rs. 2,99,000 and Rs. 3 , 34 , 000 . 


„ „ ) 07 non Rs z.yy.uuu anu iv». ■»-— .. , 

’ The net profits shown are prior* 

o q n U inve S s h tmenu a at fraU™ 8% on cost. . . 


-n investments at a rate ot 8 /o on cos.. dividend 

IIM - — *■“ 
respectively. . 


p,™». ™= “ b ‘ 

worth Rs. 6,2,0,000. 


of *£?££££ lhe Sta b 1 srs ha oV V und a S ^ 

as a going concern. Ignore taxation. 


Solution 

(a) Valuation of Shares on a Net Assets basis ; 
(i) 11% Preference shares. 

per value i.e. Rs. 10/- per share. 
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(ii) Equity Share : 


Freehold property (as revalued) 


Rs. 

6 ,20,000 

Plant and Machinery 


7,45,000 


Total Fixed Assets. 

13,65,000 

Current Assets 


3,65,000 



17,30,000 

Less Current Liabilities 

Net Tangible Assets 

1,90,000 

15,40,000 

Add : 

Investment (Market Value) 

2 ,10,000 


Goodwill. 

2 ,00,000 

4,10,000 

Total Net Asset Value 

19,50,000 

Total net asset value 



Apportioned as to 

11% Preference Share 

3,00,000 

19,50,000 

10% Debentures 

1 ,00,000 

4,00,000 

Net Assets value attributable 

to 


Equity shareholders. 


15,50,000 


Net Asset Value per Equity Share 19.37 

oU,UUU 

Hence Equity share Valuation Rs. 19.37 per share 

(iii) Computation of Goodwill. 

Average Profits ; 

3,15,000 

3,04,000 

2,87,000 

2,99,000 

3,34,000 



15,39,000 X J 

— 3,07,800 

Add Debenture Interest 


10,000 

Average Profit & Debenture 

Interest 

— Rs. 3,17,800 

Less investment income 

100 x 180 ' 000 

= 14,400 

Revenue Return on Net Tangible 
assets employed. 


3,03,400 

j^-on Rs. 15,40,000 


= 2,69,500 


Super Profits Rs. 33,900 
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Super Profits Capitalised at 17.5% 

33,900 X -^ = _ R, 193714.3 

Goodwill (say) 

Rs. 2,00,000 

(b) Alternative method of valuing Equity shares : 

(i) Freehold property (as Revalued) 

Plant and Machinery 

Rs. 

6 ,20,000 

7,45,000 

Current Assets. 

13,65,000 

3,65,000 

Rs. 

17,30,000 

Less 11 % preference share Capital J.OO.OOO 

10% Debentures -“’JJ 

Current Liabilities. 1 ’ W|WU 

5,90,000 

Net Assets employed 

Add Investment (Market value.) 

Goodwill 3,48,000 

Rs. 11,40,000 

5,58,000 

Net Asset Representing Equity Capital 

Rs. 16,98,000 

. 16,98,000 _ 

Net Asset value per Equity share - • g 0 000 


Equity share valuation Rs. 21.23 per share. 


(ii) Computation of goodwill 

Average profits of past 5 years. Rs- 

(as computed earlier) 

Less Preference dividend 33,000 

Less Investment Income 14,400 

Rs. 

3,07,800 

47,400 


2,60,400 

Less Revenue Return on net Assets 


employed X 11,40,000 

= 1,99,500 


Super profits Rs. 60,900 


Super profits capitalised at 17.5 % 

60,900 X = Rs. 3,48,000 

V Goodwill — Rs* 3,48,000 

The discrepancy in value set upon equity shares shown above derives from 
different valuation placed upon goodwill. _ _ 
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To explain the Principles involved, following is a simple example of given 
valuation of the equity share capital of a company. 

Rs. 

Equity share capital 10,00,000 

Equity share of Rs. 10 each. 

10% Debentures 2,00,000 

Net Assets Employed. 18.00,000 

Average profits earned. 3,50,000 

Revenue return on similar companies 16% (before charging debenture interest). 
Ignore taxation. 

(i) Valuation of equity shares : 

Method 1. Method 2. 


Net Assets Employed 

Less Debentures 

Rs. 

18,00,000 


Rs. 

18,00,000 

2 ,00.000 

Goodwill (as com¬ 
puted below). 

3,87,500 

TAtni Fmtitv Share 

16,00,000 

4,62,500 

Total Net Assets 

value. Rs. 21,87,500 

1 Ulul DUUIlJ Ollciiv 

of Net Assets 

Rs. 20.62,500 

Apportionment of Business Value. 

10% Debentures 2,00.000 


20,62,500 

Equity share holders. 

19,87,500 


1 ,00,000 


21,87,500 

= 

Rs. 20.63 per share 

Valuation of Equity Shares 

19,87,500 

100,000 

= Rs 19.88 per share 
Computation of goodwill : 

Method 1. 

Profit 3,50,000 

Less Debenture Interest — 

Method 2. 
3,50,000 
20,000 

Profit for Capitaliza¬ 
tion. 

3,50,000 


Rs. 3,30,000 

3,50,000 X 

= 2187500 

3,30,000 100 

1 * 16 

= 20,62,500 

Less Net Assets. 

18,00.000 


16,00,000 

Rs. 

3,87,500 


Rs. 4,62,500 


The actual difference in working consists in First case, of taking the 
return on the whole business and calculating goodwill according to this figure 
before deducting debenture interest. Thereafter, the net asset value including 
goodwill of the whole business is apportioned between those supplying the 
capital, including loan capital. In the second case the income after deducting 
debenture interest and preference dividends (if any) is calculated as a return on 
the equity share of the assets only. The goodwill, thus computed is added to 
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the equity assets value, the .suiting hgu. being attributable to -he equ, y 

Share «^«thoaue r .°y^ r awm„ . --St 

therefore neither can be advocated as com*.* ^ proposed merger or 
the first might b<i^^^eTeaTIf certain shares only are being valued for 

requisition, S. icSfcA might be appiied. 

Yield Basis 

The dividend yield b„i, provide . ^“on jSK 

When calculating the earnings yield,deducted. To obtain the 

SA1!»?aaujf« SMi — *- * 

- trier ;szsl - 

(i) 11% Preference shares 

ifx Rs. 10-Rs. 10 per share 

(ii) Equity shares 

.* 7 ix Rs. 10= Rs. 14.58 per share 


Problem—4 

The profit shown in the books of XYZ Co Ltd., whose Balance 
given below, before appropriation was Rs. 6.6U.UUU. 

On an average equity shares dividend have been paid at the rate 
The dividend yield in similar type of shares in the industry is 12,o- 
shares of a comparable nature yield 10 

You arc required to calculate the value of shares and to state 
earnings yield on the equity shares would be if sold at the price 
(Taxation is not to be considered). 

Balance Sheet of XYZ Co. Ltd. 
as on 31st March 76 


sheet is 
of 15%. 

Preference 

what the 
computed. 


11% Preference shares 
of Rs. 10 each 
Equity shares : 

320000 of Rs. 10/- 
each 


8 , 00.000 


Fixed Assets 
Current Assets 


Rs. 

31,50,000 

16,00,000 


Revenue Reserves 
Current Liabilities 


3200,000 

40,00,000 

4,50,000 

3,00,000 

Rs. 47,50.000 


Rs. 47,50,000 
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Solution 

(i) Value of equity share on dividend yield basis : 

^•x Rs. 10=Rs. 12.50 per share 

(ii) Value of preference share dividend yield basis : 

j^-x Rs. 10= Rs. 11 per share 

(iii) Calculation of earnings yield : 

Profit before appropriations 
Less preference dividend @ 11% 


Rs. 5,72,000 on Rs. 3200000 equity share capital 
Rs. 572000 x ioo=18% app. 


32 


©mi. 


18%x^J£ = Rs. 14.58 Earnings Yield. 

1 L, jU 


Rs. 

6,60,000 

88,000 


5,72,000 


Problem—5 


From the following figures calculate the value of a Share of Rs. 10/ on 
(i) yield on capital employed basis and (ii) dividend basis, the market expecta- 


tion being 12%. 

Year Capital Employed 

Rs. 

Profit 

Rs. 

Dividend % 

1973 

5,00,000 

80,000 

12 

1974 

8 ,00,000 

1,60,000 

15 

1975 

10 ,00,000 

2 ,20,000 

18 

1976 

15,00,000 

3,75,000 

20 

Solution 

The dividend rate 

on simple average is- 

-X- or 16 *%- 

But since the divi- 

dend has been rising 

it would be better to take the weighted average which 

comes to 17.6% thus: 

Year 

Rate 

Weight 

Product 

1973 

12 

1 

12 

1974 

15 

2 

30 

1975 

18 

3 

54 

1976 

20 

4 

80 


10 176 


Dividing 176 by 10 we get 17.6%. The value of share on the basis of 
dividend weighted averge should be. 


17.6 


X 10 


or Rs. 14.67 



12 
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The yie . d on capita. employed for each year and its weighted average . as 
follows : 


Year 

1973 

1974 

1975 

1976 


Yield on Capital 
Employed % 
16 
20 
22 
25 


Weight 

1 

2 

3 

4 

10 


Product 

16 
40 
66 
100 

222 


Wa S hW..~ge^U«22«..a o„ ,1,1. tab 

should be : 

X 10= Rs. 18.50 


Problem 6 

Balance Sheet of SIGMA Ltd. as 
follows : 

Liabilities : 

Capital 4,000 Equity Shares Rs. 

4 A A AAA 


of Rs. 100 each 4,00,000 

2,000, 9% Preference 
Share of Rs. 100 

each 2,00,000 

6 % Debenture, 1985 1,00,000 

Reserve 2,00,000 

Sundry creditors 2,00,000 


Rs. 11,00,000 


on 31st December 1975 was as 
Assets : 


Land and 

Rs. 

Buildings 

2,50,000 

Plant and 


Machinery 

3,00.000 

Patents 

1 ,00,000 

Sundry Debtors 

1,50,000 

Work-in-Progress 


and stock 

2,50,000 

Cash at Bank 

50,000 

Rs. 

11 ,00,000 


Land and Buildings were acquired many years ago ancl should be consi¬ 
dered as worth Rs. 4,50,000. The Company earned the following profits . 


Year 

1971 

1972 

1973 

1974 

1975 


Profits (before Tax) 
Rs. 

1,50,000 
2,00,0 p 0 
50,000 
2,50,000 
2,75,COO 


Income Tax Paid 

40,000 

80,000 

20,0C0 

1,15,000 

1,50,000 


Company paid a remuneration of Rs. 30,000 p.a. to the managerial 
personnel but in future it will be paying Rs. 50,000 the increase having been 
sanctioned by the Government. During 1973, there was a strike which resulted 
in low profit. There has been no substantial change in capital employed. 1 he 
company has paid a dividend of Rs. 9 per equity share consistently and pro¬ 
poses to stick to this rate in the foreseeable future. In the class of business to 
which the company belongs, the dividend ratesjiayejeenfluctuatingan^ 
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asset backing of an equity share is about 1| times. The equity shares with an 
average dividend of 8% sell at par. Calculate the value of an equity share in 
Sigma Ltd. on yield basis. 

Solution 


Average maintainable profits in future before tax shall be calculated as 
follows ignoring the profits of 1973 which has been small due to abnormal 
factor. 


Year 

Profit 

Rs. 

Weight 

1971 

1,50,000 

1 

1972 

2 ,00,000 

2 

1974 

2,50,000 

3 

1975 

2,75,000 

4 


10 


Average (weight) 


24,00,000 

10 


Adjustment: 

Increase in managerial Remuneration 


Product 

1,50,000 

4,00,000 

7,50,000 

11 , 00,000 


24,00,000 


2,40,000 


20,000 


Less Income tax at current rates (say 50%) 


2,20,000 

1,10,000 


Profit available for distribution 1,10,000 

Less Provision for rehabilitation @ 15% 16,500 


Less Dividend on Preference Shares 


93,500 

18,000 


Profit available for distribution to Equity Shareholders 75,500 


Rs. 75,500 capitalised @ 8%, rate of return 

would be on equity share 75,500 x 12.50= Rs. 9,43,750 

Therefore, value of each equity share would be=9,43,750-r 4,000 

= Rs. 236 


Alternatively 


Capital employed : 

Rs. 

Equity share capital 

4,00,000 

Preference share capital 

2 ,00,000 

Debentures 

1 ,00,000 

Reserve 

2 ,00,000 

Increase in value of land and buildings 

2 ,00,000 

Rs. 11,00,000 
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i,lo.oo o, x 100= 10% 

Yield in terms of percentage u 0 0,000 

Normal Rate of Return : Assets backing per Equity share 

Total Assets as per Balance Sheet 

Add increase in value of Land and Buildmg 


11 . 00,000 

2 , 00,000 

13,00,000 


Less Debentures 
Sundry Creditors 
Preference Shares 


1,00,000 

2 , 00,000 

2,00,000 


5,00,000 

8,00,000 


Rs. 8,00,000 

Net assets per equity share or twice the paid-up amount. 4f000 

= Rs. ZUU 

This is slightly better than the 1figure_P r ^ ai ^ n 8^ * e 
for Sigma Ltd., the general^ Xi^ndWd and hence it should be 
SKr The general expectation for S.gma Ltd., there- 

fore could be taken as 7J />• 


Valuation : 

On dividend basis 
On yield on capital basis 


-^-Xl00-Rs. 124. 
*5- x 100= Rs. 138. 

't /O 


Problem 7 


1974 

1975 

1976 


Average Net worth 
(excluding investment) 

Rs. 

18,50,000 

21,20,000 

21,30,000 


Adjusted taxed Profits 
Rs. 

1,80,000 

2 , 00,000 

2,30,000 


on^the'valnation ®K » t£Z of 

at the adjusted tax profit figures. It is usual for similar type of co "'P^ s to 
set aside 25% of the taxed profits for rehabitation and replacement purpose. 
On the valuation day the net worth excluding investment amounted to Rs. 
22 00 000. The normal rate of return expected is 9 /<,. The company pai 
dividends consistently within a range of 8 % to 10 % on equity s k* res . 
previous seven years and the company expects to maintain the same. Find out 
the value of each equity share on the basis of productivity. 
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Solution 

Since both the profits and net worth of the company are showing a steady 
growth, it would be reasonable to attach due weightage to them for valuation 
purposes. 



Average 

Adjusted 

Weight 

Weighted 

Profit 


Net 

taxed 

factor 

Net worth 



worih 

profits 





Rs. 

Rs. 



Rs. 

1974 

18,50,000 

1,80,000 

1 

18,50,000 

1,80,000 

1975 

21 . 20,000 

2 , 00,000 

2 

42,40,000 

4.00,000 

1976 

21,30,000 

2,30,000 

3 

63,90,000 

6.90,000 




6 

124,80,000 

12,70,000 


Weighted Average 


20,80,000 

2,11,667 


Productivity FactorsJ'^^- x 100= 10.18%. 

Net worth on valuation date Rs. 22,00,000 
Projected further maintainable profit: 10.18% of 22,00,000 

=2,23,960 

Less Rehablitation and Replacement 

@ 25% 55,990 

1,67,970 

Less Preference dividend 27,000 

Rs. 1,40,270 capitalised @ 9% 
rate of return would be 
Add value of investments 

18,16,334 

Therefore, value of each equity share would be 

^ Rs “oSS 4 ° Rs 18163 

v 

' / Problem 8 

Hind Ltd. and its subsidiary Saurashtra Ltd. are dependent upon an 
outside supplier Maharashtra Ltd. for certain components. In order to bring 
about co-ordination in production Hind Ltd. and Maharashtra Ltd. enter into 
an agreement involving each company in the acquisition of 1 /4th share in the 
other’s authorized share capital by mean of an exchange of shares. 

The terms of agreement are as follows : 

(i) While Hind Ltd’.s share are quoted at Rs 20/-, the value to be taken 
for the purpose of exchange is the greater of the two values (a) as 
quoted and (b) on the basis of Balance Sheet valuation. 


1,40,970 

Rs. 

= 15,66,334 
2,50,000 
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(ii) 


(iii) 

(iv) 

(v) 


jot 


Ltd. are estimated to be worm - - . settlement 

,„ order not to deplete liquid -"^ny balance 
by one company to the other is t . 3 0 th June, 

The summaried Balance Sheets of the companies as on 
1976 were as follows : 


Authorised Capital : 


Hind Ltd. 

Saurashtra Ltd. 

Maharashtra Ltd. 

Rs. 

Equity Shares of 

Rs. 10/- each 

Rs. 

1 ,20,000 

Rs. 

50,000 

1 ,00,000 

Issued Capital : 




Equity Shares fully 
paid 

80,000 

50,000 

75,000 

Share Premium a/c 
Balance of P & L a/c 

8,000 

23,000 

21,000 

20.000 

10% Debentures 

30,000 

— 

21,000 

Current Liabilities 

28,000 

18,000 

Proposed Dividend 

10,000 

5,000 


Rs. 

1,79,000 

Rs. 94,000 

Rs. 1,16,000 


Fixed Assets : 


Freehold Properties 

66,000 

29,000 

33,000 

Plant and Machinery 

45,000 

41,000 

44,000 

Investments : 




40,000 Shares in 




Saurashtra Ltd. 

47,000 

— 


Current Assets 

21,000 

24,000 

39,000 

Rs. 

1,79,000 

Rs. 94,000 

Rs. 1,16,000 


You are asked to compute the value of the shares according to the terms 
of the agreement and to present the final settlement. (Ignore Taxation) 
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Solution 

(1) Valuation of Shares 


Freehold Properties 
Plant and Machinery 
Shares in Saurashtra Ltd. as 
Valued (4/5 xRs. 71,000) 
Current Assets 
Dividend Receivable from 


Less: 

10% Debentures 30,000 
Current 

Liabilities 28,000 

Proposed 

Dividend 10,000 


Hind Ltd. 

Saurashtra Ltd 

. Maharashtra Ltd. 

Rs. 

Rs. 

Rs. 

66,000 

29,000 

45,000 

45,000 

41,000 

44,000 

56,800 

— 

— 

21,000 

24,000 

39,000 

l 4,000 

— 

— 

1,92,800 

94,000 

1,28.000 


18,000 

21,000 21,000 

68,000 

5,000 23,000 


1,24,800 

71,000 

1,07,000 


Valuation of share 

on net asset basis Rs. 15.6 

(ii) Valuation of Maharashtra Ltd.’s shares on a yield basis : 

Rs. 

Estimated future profits 10,500 

Less l/3rd to be ploughed back 3,500 


Rs. 14.3 


Rs. 7,000 


Yield on shares Rs. 100 = 9.3% 

Yield on similar shares = 12% 

Value on Yield basis=X Rs. 10=Rs. 7.75 

(ii) Share value for agremeent: 

Hind Ltd. greater of Rs. 15.6 and Rs. 20/- 
Maharashtra Ltd, greater of Rs. 14.3 and Rs. 7.75 
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(iv) Statement o! nnai 

Shares issued by . 

u. i 3000 Rs- 20/- 

Hind Ltd. to Maharashtra Ltd. 

Maharashtra Ltd. to Hind Ltd. 2500 @ 


Loan by Hindustan 


Ltd. to Maharashtra Ltd. 


60.000 

35,750 

Rs. 24,250 


Note : 


(i) 

(ii) 


4/5th of the propo«d dividend in Saurashtra Ltd. has been broug 
into the assets of H.ndustan L • broug ht into Hind 

the " orlh of ,he 

lying assets. 


Problem— 9 

the two skt a 

Company as'on JlsV March, 1976 is summarised below 
Fixed* assets, at cost less depreciation . 


of their sharehold- 
Balancc sheet of the 


Rs. 


Freehold and buildings 
Fixtures and equipments 
Delivery vans 


1,00,000 

15.000 

5,000 


1,20,000 

50,000 


Goodwill 


Net current assets : 
Stocks 

Trade debtors 
Balance with bank 


Trade creditors 
Income tax 
Proposed dividend 

(gross) 


1,10,000 

28,000 

30,000 


1,50,000 

1,30,000 

18,000 

2,98,000 


1,68,000 


1,30,000 
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Represented by : 


Equit shares of 

Rs. 10 each : 

19,000 held by Large 

Rs. 

1,90.000 


1,000 held by Small 

10,000 

2 ,00,000 

Revenue Reserves : Brought forward 


88,000 

Balance for year 


12,000 



Rs. 3,00,000 

During the 5 years ended 31st March, 1976 the trading profits and appro¬ 
priations have been very consistent and are expected to continue at the present 
levels. Profits for the year ended 31st March, 1976 were : 

Trading Profit 

Deduct: Directors’ 

remuneration : 

Large 

Others 

Depreciation 

Rs 

15,000 

3,000 

2,000 

Rs. 

90,000 



20,000 

Income tax (§, 40% 


70,000 

28,000 

Dividend—Gross 


42.000 

30,000 



Rs. 12,000 


You ascertain that: 

(1) the freehold buildings have been revalued at Rs. 1,60,000 and could 
command a rent of Rs. 16,000 p.a. for use in the company’s trade. 

(2) a company engaged in a similar trade, but of much larger size, is 
shown in the issue of the Financial Express’ dated 31st March, 1976 
as having a price/eamings ratio of 8 and a gross dividend yield of 
9% p.a. 

(3) Large could be effectively replaced by a man earning Rs. 10,000 p.a. 

(4) Depreciation and profits shown in the accounts accord closely with 
the comparative figures in the tax computations, and 

You are required to write a report, supported by figures giving your 
opinion of values, as on 31st March, 1976 of the share in Premier Ltd. held 
by (a) Large and (b) Small. The two holdings are to be offered separately to 
independent buyers. 

You can make whatever assumptions you consider relevant. Assume the 
rate of income tax to be 40%. 
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Solution 


December 1st. 1976, 


M/s A.F. Ferguson 
India Palace Building 
Calcutta. 

Dear Sirs, 


VALUATION OF SHARES IN PREMIER LTD 

In accordance with your anrSma^retpectivcly in the 

abow Company-'* ho.Lgs are to be offered separate* 

to independent buyers. 

(a) Shares held by Large 

Calculation of goodwill : 

Adjusted profits : 


Rs. 


Trading Profits : 


Rs. 

90,000 


Directors remuneration Rs. 10,000 + 300 

Depreciation 

Rent 


13,000 

2,000 

16,000 


31,000 


Income tax at 40 per cent 


59,000 

23,600 


Adjusted profits 
Net assets per balance 
sheet 

L-ess : Freehold build¬ 
ings at book 

value 1,00,000 

Goodwill 50,000 


3,00,000 


35,400 


1,50,000 

1,50,000 


Return at, say, 12 per cent 


Super-profits 

Goodwill—say, five years’ 
purchase 


Rs. 

18,000 

17,400 

87,000 
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Total value of Premier Ltd : 


Freehold buildings 

Rs. 


(revalued) 

1,60,000 


Goodwill 

87,000 


Other fixed assets 

20,000 


Net current assets 

1,30,000 



3,97,000 or Rs. 

19.85 per share ex. dividend 

Proposed dividend 

30,000 or 

1.50 per share 


4,27,000 or Rs. 21.35 per share cum. div. 


Value of shares held by Large: 


1,90,000 

2 , 00,000 


x Rs. 4,27,000 


Rs. 4.05.650 


It may be noted that the total value of the net assets of the company 
excluding the freehold buildings Rs. 3,97,000—Rs. 1,60,000) Rs. 2,37,000) 
represents 6—7 years’ purchase of the adjusted profits after charging rent 
(Rs. 35,400). This compares with price/earnings ratio of 8 for a quoted public 
company engaged in a similar trade, but of much larger size, and is reasonable. 

(b) Shares held by Small 

The value of the shares held by Small may be calculated by comparing 
the rate of dividend paid (15 per cent! with a reasonable yield of, say, 12 per 
cent (based upon the 9 per cent yield in respect of the public quoted company), 
bearing in mind the restricted market which exists for shares in a private 
company : 


-||-x Rs. 10,000 = 12,500 or Rs. 12.50 per share ex. dividend 

Proposed dividend 15.00 or 1.50 per share cum dividend 

Rs. 14.000 or Rs. 14.00 per share cum dividend 

Dividend cover appears to have been adequate over the past five years, 
while this will increase slightly when Large is replaced. Moreover, the capital 
of Rs. 2,00,000 is adequately covered by the net tangible assest of Rs. 
3,10,000. 

(c) General considerations 

Each of the above valuations has been made independently of the other 
and ignores the fact that the remaining shares in the Company may also be the 
subject of a sale. In the case of Mr. Large's holding the fact that Mr. Small s 
holding of 1,000 shares may also be available for purchase would not affect 
the principle of the assets valuation used for the result obtained. 

In the case of Mr. Small’s holding, however, although takeover proposals 
or public issues are not under discussion, it is known that all the remaining 
19,000 issued equity shares are in the hands of one shareholder. Having regard 


403 


VALUATION OF SECURITIES jn . 

to those offered to Mr. Large, or 

the Court may order. niirc haser of Mr. Large’s holding 

In this case it seems >** «**“““*■^ c ?t-«95 P" « nt of th ^ Ca % l “ 

is not another company. Nevertheless C fshi of one s hare holder, that 

of the company will remain m the bea close company for income tax 

the Company will therefore conUnue b « hc sub j ecl c f a public issue (even 

purposes and that it is large cno g discussion) must raise the prcsump- 

though that is not at the Premier Ltd. will either be taken over by a 

tion that sooner rather than later P offer for sale to the public. 

, arg e Company or its shar^ wrtUJ ig* ^ and hc should bc 

sijffittr*! ■ssws*«... voois tilthMlyi 


Problem—10 

Aarti Ltd. and Bharti Ltd. are two 
are summaries of their balance sheets as 


quoted companies and the following 
on 31st December, 1975; 


AARTI LTD 

Issued and fully 
paid share capital 
12,00,000 Equity 
shares ofRs. 10 
each 

Rs. 

1 ,20,00,000 

BHARTI LTD 

Issued and 
fully paid 
share capi¬ 
tal 1 , 00,000 

Equity shares 
of Rs. 10 each 

Rs. 

10 ,00,000 

1 , 00,000 6 per 
cent preference 
shares of Rs. 10 
each 

10 ,00,000 

2,00,000 “A” 
Equity 

shares of Rs. 

10 each 

1 , 00,000 8 per 
cent preference 

20 ,00,000 


1,30,00,000 


Reserves 

1,70,00,000 

shares ofRs. 

10 each 

10 ,00,000 




40,00,000 



Reserve 

70,00,000 

Rs. 

3,00,00,000 

Rs. 

1 .10,00,000 

Represented by 
sundry asstes 

3,00,00,000 

Represented 
by sundry 
assets : 

1 ,10,00,000 
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"P 1 ® Profit and loss accounts of the two companies for 
31st December, 1975 show the following:— 


the year ended on 


Aarti LTD. Bharti LTD. 

Rs. Rs. 

Profit before taxation 50,00,000 11,00,000 

Income tax 19,40,000 4,20,000 

Preferene divided 6 per cent 8 per cent 

Equity dividend 12 per cent 16 per cent 


Aarti LTD. proposes, on 1 st July. 1976 to make an offer to acquire the 
entire share capital of Bharti Ltd. and, in conjunction with its advisers, ob¬ 
tains the following information :— 


0) On 30th June, 1976 

the market price 

of the shares of the 

companies were :— 

Aarti LTD. 

Bharti LTD. 


Rs. 

Rs. 

Equity 

40.00 

16.00 

“A” Equity 

— 

13.33 

Preference 

7.50 

10.00 


(2) The market assessment of the value attaching to the voting rights of 
the equity shares of Bharti Ltd. was fair and reasonable. 


(3) That an increase in the rate of the equity dividend of Aarti Ltd. was 
not anticipated for the years 1976 and 1977. 

Aarti Ltd. decides to make its offer to the shareholders of Bharti Ltd. on 
the following basis :— 

( 1 ) 8 % preference shares : 

6 %preference shares sufficient to increase income by 5%. 

(2) Equity shares : 

Equity shares, valuing the Bharti Ltd. shares on a price/earning ratio of 
75% of taat applying to its own shares, based on the results of 1975 and 
share price on 30th June, 1976. 

(3) “A" equity shares : 

Equity shares on the basis as in (2) suitably modified, so as to maintain 
the differential revealed by the market prices referred to above. 

(4) Equity shares and “A” equity shares : 

8 % Unsecured Loan stock 1989/94 at par sufficient .0 make up 
five-sixths of the loss in income arising from the share exchange 
based on the 1975 dividends paid by the companies. 

You are required to comput the terms of the offer to be made. 


AARTI LTD. 


Computation of Offer for whole of the Share 


Capital of Bharti Ltd. 


( 1 ) 100,000 8 per cent preference 
shares of Rs. 10/- each 

Dividend at 8 per cent 
Add 5 per cent 


Rs. 

10,00,000 

80,000 

4,000 

Rs. 84,000 
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- ■>« ■*“ “ 

Rs. 84,000. 


192 - X 84,000 -r 10= 1,40,000 
6 

Issue of 1,40,000 6 per cent 
preference shares of Rs. 10 each 
(2) Equity shares : 

Equity earnings — 


Profit before taxation 
less • 

Income tax 19,40,000 
Preference 

dividend 60,000 


Aarti Ltd. 

Rs. 

50,00,000 


20,00,000 

Rs. 30 , 00.000 


Rs. 

1,40,000 


Bharti Ltd 

Rs. 

11 , 00,000 


4,20,000 

80,000 


500,000 
Rs. 6,00,000 


Rs. 


Market value of Aarti Ltd : 

Equity shares : (12,00,000 X Rs. 40) 4,80,00,000 

Price earnings ratio 

Rs. 4,80,00,000 16X75%=12 

30,00,000 , t ,. 

One-third of Bharti Ltd. earnings belong to equity shareholders. 

Therefore 12X 2,00,000 (l/3rdxRs. 600.000) is the value of 
1,00,000, Rs. 10 equity shares 
Number of shares in 
Aarti Ltd. at Rs. 40 

Rs. 2400000 60,000 

Rs. 40 - 

(3) “A” Equity shares : 

Two-thirds of Bharti Ltd. 
earnings of Rs. 6,00,000 be¬ 
long to holders of 2 , 00,000 
Rs. 10 “A” equity shares 
Therefore 12x4,00,000 
is the value of the shares 48,00,000 
Less : l/6th (“A” equity 
shares are l/6th cheaper 
than the Equity) 8,00,000 


24,00.001) 


each 


Number of shares in Aarti Ltd. 
at Rs. 40 per share : 

Rs. 40,00,000 


Rs. 40 


1,00,000 


40,00,00o 
c/f 78,00,000 
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(4) Equity shares and b/f 

“A” equity shares : 

Equity 

shares 

Rs. 

Dividends paid 
1976 (16 per 

cent 1,60,000 

Less Dividends payable 
by Aarti Ltd. 

Rs. 

12% of Rs. 6,00,000 72,000 

12 % of Rs. 10,00.000 


88,000 

Less : l/6th 14,666 


Rs. 

78,00,000 


“A” Equity 
shares 
Rs. 


3,20,000 


Rs. 

1 , 20,000 


2 , 00,000 

33,334 


Rs. 73.334 + Rs. 1,66,666= Rs. 2,40,000 
Issue of 8 per cent Unsecured Loan Stock 


1989-94 at par : 


73.334X 



Rs. 9,16,675 


1,66.666 X 


100 
8 = 


+ Rs 20,83,325 


= 30,00,000 


Total consideration Rs. 1,08,00,000 

(say Rs. 9,00.000 Loan stock for holders of 
1,00.000 Rs. 10 equity shares 
say Rs. 2,100.000, Loan stock for holders of 
2,00,000, Rs. 10 “A” equity shares). 


SUMMARY OF TERMS OF OFFER : 


Shares in Bharti Ltd. 

M) For five 8 per cent preference 
shares of Rs. 10 each 

(2) For Ten Equity shares of 
Rs. 10 each 

(3) For Two “A” equity shares 
of Rs. 10 each 


Consideration 

Seven 6 per cent preference shares 
of Rs. 10 each in Aarti Ltd. 

Six equity shares of Rs. 10 each 
and Rs. 8% unsecured loan stock 
1989/94 at par with Aarti Ltd. 

One equity shares of Rs. 10 each 
and Rs. 10.5 8% unsecured loan 
stock 1989'94 at par in Aarti Ltd. 


CHAPTER XVI! 


Concept of Working Capital 

Working capital refers to a firms j"'' es ‘£ el jj n ‘ d " cash ^ With* the’ increasing 

«T5ftffysi SSf 

° f worki "* capi,a ' nceded and the 

financial convenience of reducing it. 

In some industries working capital represents an investment superior to or 
equal to investment in fixed assets. 

Working capital as a percentage of total assets for major trading and in- 
dustrial groups. 


Whole sale trade 
Retail Trade 
Construction 
Manufacturing 
Mining 

Public utilities 


75% 

68 % 

68 % 

50% 

33 % 

8 % 


The concept of working capital is undergoing a change, formerly 

liiSSSsilliiSi 

Thus current assets are those that are realizable within one year and cu«Ten 
liokSiitUc nr#* those which are due for payment within that period. . 

raUo of 2 " was considered as an ideal working capital position by providing 
Ho0% cover for the current liabilities. The acid test rat'o fqu.ck raboj of 
1 ; 1 was considered sufficient for discharging current liabilities. In ^'^ ula 
the acid test ratio inventory is dropped from the current assets biecauisell.is 
not liquid in character. Working capital is required for carrying on the oper 

"dons' of a firm and should not be '°oked upon as cover for the cred.to^ 
There is no sanctity in maintaining a current ratio of 2.1. Adhere 
current ratio of 2 : 1 involves carrying of idle funds. 

Currently the focus has shifted from coverage and liquidity to the opera¬ 
ting cycle. This view emphasises the ability of the firm to pay its maturing 
obligations from the funds generated by current operations. The ordinary 
operations of a business involve a circulation of capital within the current asset 
group. Cash is expended for materials, finished parts, operating supplies, labour 
and other factory services, and such expenditures are accumulated as inventory 
costs. Inventory costs, upon sale of the products to which, such costs attach, are 
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converted into trade receivables and ultimately into cash again. The average 
time intervening between the acquisition of materials or services cnterino 
this process and the final cash realization constitutes an operating cycle. * 

A study of working capital requires both types of analysis : 

(i) Static and 

(ii) Dynamic 

The static analysis measures the margin which the current assets provide 
at a particular point in time, to meet, current maturing obligations. 

The dynamic analysis measures the flow of funds on the basis of operating 
cycle, for the past periods and the expected flow covering future periods. 

Some of the resources classified as current assets have characteristics of 
fixed assets. Inventory and accounts receivable although they may turnover 
several times a year, have the permanency characteristic of fixed assets in that 
as individual items of inventory are sold and specific accounts receivable are 
replaced by other items in a continuing cycle. In a going concern there tends 
to be required a minimum permanent commitment of capital in inventories and 
receivables. Likewise the current liabilities represent more or less permanent 
obligation. Accounts payables owed in the present are constantly being replaced 
by other short-term obligations. This leads to an interesting point, when con¬ 
sidering the margin for meeting obligations within the operating cycle. 

Some of the items shown under the head current assets, loans and 
advances in a company’s balance sheet such as rates, taxes and insurance paid 
in advance ad, advances and loans to subsidiaries, balances with customs, 
Port Trust, be excluded for evaluating the working capital position for 
asertaining the coverage and the flow of funds. The reason being that such 
resources are tied elsewhere and are not free for the discharge of currently 
maturing obligations. 

Working capital requirements for a New Company 

A reasonable propoiation of the working capital which is required on a 
permanent basis should be included in the financial plan of a new company. 
There is a general tendency in Indian industries either to ignore it or under 
estimate it, resulting in difficulties due to'shortage of working capital. A safe 
estimate of the working capital has to be made having regard to : 

1. The nature of the industry and size of the business. 

2. Its operating cycle. 

3. If it requires imported raw materials and stores or agricultural 
commodities subject to seasonal trend. 

4. The business practice in that industry. 

5. The company’s production policy. 

6. Its rate of growth. 

7. The state of the economy. 

8. The extent to which the company is subject to seasonal fluctuations. 

A public utility requires a large amount of fixed assets to generate electri¬ 
city and receives an almost continuous stream of cash from its bill-paying 
customers. Only a small amount of working capital which is 8% of the total 
assets is required. A whole seller occupying merely a godown, carrying a large 
inventory and selling on credit will require a large amount of working capital 
which is of the order of 75% of total assets and little in the way of fixed assets. 

A company in a seasonal business finds that not only does the amount of work- .. 
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«WSWSSS5 for rP — to the day , 0 . 

day interna' may rightly be covered under the 

heading working capital management. 

Relationship between the sales growth and current assets 

The relationship between sales • f *{£ firm's average collectTon period 

assets is close.and direct For examp e .f the h d ™ s it w i„ Lve an investment 

is 30 days and if Us credit to Rs. 2000 /-a day. the 

of Rs. 30,000/- in accounts - lo Rs . 60,000/—. Sales increase 

investment in account receivable j nvent ' 0 ries and perhaps for 

produce similar immediate need . d financed and since they arise 

kecps himse,f aware 

development in the working capital segment of the firm. di . 

wo, ki , B c.paa, i. ’sr.sr sr—«ra* 

lure for the purchase of iraw material roducl . u is the sum of all 

payments are received for he sale of the fi I madc prior t0 collecting 

those expenditures, direct and indirect_w throughout production 

sales revenues. It originates in t « U 2 r o^rtfon function, delay depends mostly 

2SJJ S&J IT*. P« e — w 

.. «. formation of .o.Kmg »•> b. of ... 

Objective Delay : Originating from an objective fact, such as production 

Subjective Delay : Originating from a decision e.g. payment terms grant¬ 
ed to customers. 

In calculating working capital for astited turnover the following steps arc 
taken : 

(i) Identify the delay centres. 

(li) Record costs borne by delay centres under their respective hea s in 
terms of percentage of sales. Direct and indirect costs must be shown 
separately. 

(iii) Segregate direct and indirect costs. The indirect costs arc not a ec- 
ted B by the length of the various delays such as depreciation on plant 
and machinery, factory manager’s salary, rent of factory etc. 

(iv) Ascertain the average delay in months in each delay centre. 

(v) Multiply cost in terms of % of sales with the time between the moment 
of charging added value and collection of sales (in months). Add the 
multiples. 

This will give the rati of oworking capital for a stated turnover. 

(vi) Since month is the time unit and the monthly sales equal Rs. 100. 

The annual sales=12xRs. 100=Rs. 1200. 
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Exhibit—1 


Delay Centres 

Cost Borne by 

Cost in % 


Delay Centres 

of sales 

(1) Stock of raw 

Raw material 

50.0 

material 

Stores Management 

2 0 

( 2 ) Manufacture of 

Personnel—Labour 

15,0 

semi-finished 

Deperciation 

2.5 

products 

General Production 



Expenses 

2 0 

(3) Stock of semi¬ 



finished products 

Stores Management 

2.0 

(4) Aseemly 

Personnel—Labour 

10.0 


Depreciation 

2.5 


General Assembly Expenses 

2.0 

(5) Stock of Finished 



products 

Stock management 

2.0 


Total Production Expenses 

90.0 

(6) Accounts 

Sales Expenses 


Receivable 

Financial „ 



Other Overheads 



Profit 

10.0 


Value of sales 

100.0 


Exhibit-2. 



Delay centres 

Average Delay 

Added value/cost 




in % of sales 

1. 

Stock of raw material 

3 months 

50% 

2. 

Manufacture of 
semi-finisihed pro¬ 
ducts 

1 month 

15% 

3. 

Stock of semi finished 
products 

2 months 


4. 

Assembly 

1 month 

10% 

5. 

Stock of Finished 
products 

2 months 


6. 

Accounts 

Receivable 

1 month 

25% 


Total Delay 

10 months 

100% 
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Exhibit—3 

Added value 


50 

15 

10 

25 


X 

X 

X 

X 


Time between the 
moment of charging 
added value and 
collection of sales 
(in months) 

10 

7 

4 

1 


Working capital 


Rs. 


500 

105 

40 

25 

670 


100 

saiesinx ro°0=Vs S «he°wo^ingfacial Ratio : 

_Annual»!«_ i „R*.-^’-= 1.79 
sales of Rs. 12,00,000 would be . 


Alternative 

Delay Centres 


12,00,000 =Rs 6 7 o,000 

1.79 

Average Delay 

in month 


Added value/cost 
in % of sales 


1 . 

Stock of raw 
material 

2.5 months 

50% 

2. 

Manufacture of 

semifinished 

products 

1.0 month 

15% 

3. 

Stock of semi¬ 

1.5 months 

1.0 month 

_ 

4. 

finished products 

Assembly 

10% 

5. 

Finished product 
stock 

1.5 months 

— 

6. 

Accounts 

Receivable 

0.5 month 

25% 


Total Delay 

8.0 (rather than 

100% 



10 months) 
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Added value/cost 
in % of sales 


Time between the 
moment of charg¬ 
ing added value 
and collection of 
sales (in months) 


MANAGEMENT ACCOUNTANCY 
Working capital 


50 

x 

8.0 

400.0 

15 

X 

5.5 

82.5 

10 

X 

3.0 

30.0 

25 

X 

.5 

12.5 

525.0 


Annual Sales 


=Rs. 



2.29 


Working capital 

On the basis of the above ratio resulting from a change in the various 
delays the working capital required for the company would be ; 

1MW>00 -Rs. 5,24.000 


Rs. 


2.29 


Rs. 6,70000 
5,24,000 


Rs. 1,46,000 

A saving of Rs 1,46,000/- is made in working capital under the alternative 
5 ement by reducing the time in delay centres. There is an interlinking of 


The former is a decision variable and the latter 


is 


arrangement 

sales and working capital, 
the outcome variable. 

Problem-1 

The Board of Directors of the Progressive Engineering Company Ltd., 
require you to prepare a statement showing the working capital requirements 
forecast for a level of activity of 156000 units of production for the year. 

The following information is available : Cost Per Unit 

Rs. 

Raw materials 90 

Direct labour 40 

Overheads 75 


(0 

(ii) 

(iii) 

(iv) 

(v) 

(vi) 

(vii) 


Total Cost Rs. 205 
Profit 60 

Selling price Rs. 265 
per unit. - 


v 


Raw materials are in stock on an average for one month. 

Materials are in process on an average for 2 weeks. 

Finished goods are in stock on an average for one month. 

Credit allowed by suppliers one month. 

Time lag in payment from debtors 2 months. 

Lag in payment of wages 1| weeks. 

Lag in payment of overheads is one month. All sales are on credit. 
Cash in hand and at Bank is expected to be Rs. 60,000/-. 

It is assumed that production is carried on evenly throughout the 
year. Wages and overheads accrued similarly and a time period of 
4 weeks is equivalent to a month. 
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Solution 
Exhibit-1 
Delay centres 

Stock of Raw 
materials 

Work-in-process 

Finished Goods 
Accounts Receivable 


Cost Borne by 


Delay centres 


Process Materials 
90/265X100 


Labour 

40/265X100 


Total ProductionExpenses 

Overheads : 

_2t x 100=28.30 

256 

Profit 

x 100=22.72 
265 


Cost in % of sales 

*34% 

15% 

49% 


51% 

100 % 


Exhibit 2 
Delay centres 


Average Delay 
(in months) 


Added Value 
(in % of sales) 


Stock of Raw 
Materials 
Work-in-process 
Finished and Goods 
Accounts Receivable 


1.0 month 

0.5 „ 

1.0 „ 

2.0 „_ 

Delay 4.5 months 


Total 


34% 

15% 

51% 

100 % 


Exhibit 3 
Added Value 


* 


34 

15 

51 


X 

X 

X 


Time between the 
moment of charg¬ 
ing added value 
and collection of 
sales (in months) 


4.5 

3.5 

2.0 


Working Capital 


153.0 

52.5 

102.0 


307.5 
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<• t^i nCe mo . nth 1 ,s th *' l j me unit an <* the monthly sales equal Rs. 100 Th* 

fore the annual sales will be Rs. 100 X 12=1200. H lhere - 

Sales Rs. 1200 

Working capital 307.50 ~ 3 " 9 

Projected sales : 156000 units @ Rs. 265, Rs. 4,13,40,000 ; 

Working capital required for Rs.- 4 -^ 3 ^’ 000 = R s . 1,06,00,000 


Less : 


Cash in hand and at Bank expected 
Gross Working capital 


60,000 


Rs. 

1.06,60,000 


Credit allowed by suppliers one month. 

Production for 4 weeks JJ M j M* 4 -12000 units. 

Rs. 

12000 units X Rs. 90/- = 10,80,000 

Wages outstanding 1} weeks 
Production of 1 week 3000 units 


, 1500 

* ” 4500 X Rs. 40 1,80,000 


Overheads—lag in payment 



1 month 



12000 units X Rs. 75 

9.00,000 

21,60,000 

Net Working Capital 


Rs. 85,00,000 


Problem 2 


A proforma cost sheet of XYZ Co. Ltd., provides the following particulars: 


Elements of cost 

Raw material 
Direct Labour 
Overheads 


Cost per unit 
Rs. 

80 

30 

60 


Total Cost Rs. 170 
Profit Rs. 30 


Selling Price Rs. 200 


The following particulars are available. Raw materials are in stock on 
average for one month. Materials are in process, on an average for half a 
month. Finished goods are in stock on an average for one month. Credit 
allowed by suppliers is one month, credit allowed to debtors is two months. 
Lag in payment of wages is 11 weeks. Lag in payment of overhead expenses is 
one month One fourth of the output is sold against cash. Cash in hand at 
Bank is expected to be Rs. 25,000/- 
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Solution 

Exhibit-1 Cosl Bornc b y 

Delay Centres Dclay Centres 


Cost in % 
of Sales 


1. Stock of Raw 

materials 

2 Work-in Process 

3.' Stock of Finished Goods 


4. Accounts Receivable 


Raw materials 
Labour 


Total Production Exp. 

Overheads. 30% 

Profit l5 °/° 


40% 

15% 


55% 



Exhibit-2 

Delay Centres 


Average Delay 
(in months) 


Added value in 
% of sales 


1. 

Stock of Raw 

Materials 

1 month 
\ month 

2. 

Work-in Process 

3. 

Stock of Finished 

1 month 

4. 

Goods 

Accounts Receivable 

2 months 


Total Delay 

41 months 


40% 

15% 

45% 

100 % 


Exhibit-Ill 
Added Value 


40 

15 

45 


X 

X 

X 


Time between the 
moment of charg¬ 
ing added value 
and collection of 
sales (in months) 

4$ months 
3£ months 
2 • months 


Working Capital 


180.00 

52.50 

90.00 


322.50 
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Sales for the year 12 x 100’ 

= 1200 



R atio l™ 3.72 



Total sales 104000 units @ Rs. 200=2,08,00,000 



Cash sales Jth 

52,00,000 



Credit Sales 

1,56,00,000 



- 1.56,00,000 




3.72 



Working capital for Credit sales 

= Rs. 41,93,548 


Delay Centres 

Average delay 
(in months) 

Added value 

1 . 

Stock of Raw 

Materials 

1.0 months 

40 

2. 

Work-in-Process 

.5 month 

15 

3. 

Stock of Finished 

Goods 

1.0 month 

- 

4. 

Overheads 

.5 month 

30 


Total Delay 

3.0 months 


Added Value 

Time between the 

Working Capital 



moment of charg¬ 
ing added value 
and collection of 
sales 



40 X 

3.0 months 

120 


15 x 

2.0 months 

30 


30 x 

0.5 month 

15 



12X100=1200 

165 



i onn 

. * * 9 



IZw 

165 




Ratio=7.27 



Cash sales Rs. 

52,00,000 

7.20 



Working capital for cash sales =Rs. 7,15,268 



for Credit sales 

41,93,548 

49,08,816 



Add cash at Bank 

25,000 



Gross working capital 

Rs. 49,33,816 

Amt 
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Rs. 

b/f 49 33,816 


Less current Liabilities 
Sundry creditors for 
8000 units (p Rs. 80/- 
Exp. outstanding 
Wages li weeks : 

3000 units @ Rs. 30/- 
Overheads 

8000 units @ Rs. 60/- 


6,40,000 

90,000 

4,80,000 


Net Working Capital 


12 , 10,000 

Rs. 37,23,816 | 


Problem-3 

A modern Engineering ^ts turnover 

for the calender year 1975, is bemg W d d Qf f ul , uti ii S ation of production 
for the accounting y e ^ r D l9 ? 7 ,’ R 000 It is estimated that the selling price 

facilities, will be around Rs 1 ' 58 3 ; 4 * 6 v °’9?9' 977 JSll on an average increase 

of finished product of this company^rmf 2^ 1975 and the proposed figure of 

, na MtfacfCJfr JMTS SATZ* - - 

under:— 


Direct materials 
Direct labour 
Factory overheads - 
Office overheads 
Sales and distribution 
Overheads 


55% 

15% 

7J% 

10 % 


71% 
Total Cost. 95% 


meeting the requirements of working capital. 

... . m • * « • « 


11VllV IVVJUUVIMV..W —-» * 

You are given the following additional facts relating to th 


vAar 1Q7S •- 


1. Two months’ credit was normally allowed to customers. 

2 Credit of 21 months was obtained from suppliers of material. 

3. Materials, 'amounting in value to 4 months’ consumption were kept 

in stock. . , 

4. Value of work-in-progress amounting on an average to 1 2 months 

factory cost. 

5 Value of finished stock inventories amounted on an average to z 
months’ total cost excluding sales and distribution expenses. 

6. Average balance of prepayments was Rs. 25,000 and of accrued 
charges, Rs. 17,500. 
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On the basis of the above data, you are required to calculate 

(a) Average net requirement of working capital during the year 1975. 

(b) Surplus for the year 1975 after provision for payment of interest 
charged on loan. 

(c) Average net requirement of working capital for the year 1977 taking 
into account : 

(i) changes in cost structure (as may be assumed by you) arising 
out of economies of scale, full utilisation of facilities and rise 
in production costs. 

(ii) implementation of any suggestions which you may submit for 
reducing net requirements of working capital through adjust¬ 
ments in credit policies and inventory holding periods. 

Solution 


Exhibit! 



Delay centres 

Cost Borne by 

Cost in % 


Delay centres 

of sales 

1 . 

Stock of Raw 
materials 

Raw materials 

55% 

2. 

Work-in-Process 

Direct Labour 

15% 



Factory overheads 

74% 

3. 

Stock of Finished 
Goods 

Adm. overheads 

10% 



Total Production Expenses 

874% 

4. 

Accounts 

Receivable 

Sales & Dis. Expenses 

74% 



Profit 

5% 


100 % 


Exbibit'll 

Delay centres 

Average delay 
(in months) 

Added value 
(in % of sales) 

1 . 

Stock of Raw 
materials 

4.0 months 

55% 

2. 

Work-in-Process 

1.5 ” 

15% 

3. 

Stock of Finished 

Goods 

2.0 ” 

— 

4. 

Accounts Receivable 

2.0 ” 

30% 


Total Delay 

9.5 months 

100% 
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Exhibit-IH 
Added value 


55% 

15% 

30% 

100 % 


Time between the 
moment of charge- 
ing added value 
and collection of 
sales (months) 


9.5 months 


2.0 


»» 


Working Capital 


522.5 

82.5 

60.0 


665.0 


Sales 


Unit 1 month’s sales 100 


12 " 

= 12X 100= Rs. 1200 

1200 

Ratio 1.8 

665 


72,00,000 

Gross working capital 


Add Prepayments 


Less current liabilities : 


Rs. 40,00,000 
25,000 

40,25,000 


gg-of 7200000 

Total Credit Purchases Rs. 39,60,000 
Monthly Credit 3,30,000 

3,30,000 X5 

2i months Credit 2 

Accured Charges 


8,25,000 

17,500 


842500 


Net working capital Rs. 31,82,500 

Surplus for the year— 
sales Rs. 72,00,000 X-^- = Rs. 3,60,000 
Less Int. on Loan @ 9% p.a. 

31,82,500 X9 2,86,425 

KS ’ 100 

Surplus Rs. 73 ’ 575 o5 ooO 
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... 

It is presumed that rise in purchases of mS«W- 

has taken advantage of 2% Due to increase in production 

The net increase therefore would b } ^ ds have come down. But du 
fixed manufacturing overheads andi office o distribution expenses have 

to increased production and sales, the selling 

increased. 


Working capital requirements for 1977 


Delay centres 


*—-St ssr 

(months) and collection of sales 

(months) _ 


SSI*" 58.00 4 months 9, months 

La°bou i r n ‘ Pr08re5S 22.00 1.5 months 5.5 months 

Finished - 20 •• 70 

Accounts Receivable 30.00 2.0 „_ J_”_ 

110.00 Total 9.5 months 

-Delay- 

Sales per month Rs. 110 

Annual sales Rs. 110 X 12 - Rs. 1320 

Sales 

« K320 . 

Working Capital = Rs.-^j^ - 


Projected sales Rs. 


15840000 


ojected sales ks. j 33 

Rs. 86,42,000 working capital 
Gross working capital 
Add cash in hand & at Bank 


Deduct ; 

due to delay payments— 

Accrued charges 
(assumed) 

Credit allowed 
by suppliers of material : 

5L-X 1,58,40,000 

Credit purchases=Rs. 83,52,000 
for the year 

Credit granted Rs. 83,52,000 X | X ti- 17,40,000 
Net working capital requirement Rs.^69,77,000 


551.00 

121.00 

60.00 

732.00 


86,42,000 

1,00,000 


87,42,000 


Rs. 

25,000 


17,65,000 
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Problem 4 

From the following data relating to Amalgamated Products Ltd., calculate 
the working capital requirements of the company for the year 1977 : 


Estimate of total expenses for 1977 

(Rs. in lakhs) 

1 . 

Raw Materials Consumption 

52 

2 . 

Slores/Spares Parts Consumption 

36 

3. 

Direct Wages 

75 

4. 

Salaries 

24 

5. 

Rent 

6 

6 . 

Power and Electricity 

9 

7. 

Administrative overhead 

30 

8 . 

Interest Charges on long-term loans 

12 

9. 

Depreciation on Fixed Assets 

28 


IK. Optimum inventory levels for raw materials are required to 4 months 
consumption and for stores and spare parts, at equivalent to 3 months 
consumption. 

III. Suppliers of raw marerials give credit facilities upto 2 months and 
suppliers of stores and spares, upto 6 weeks. 

IV. Direct wages have to be paid fortnightly and salaries, rent, power 
and electricity charges, on monthly basis. 

V. Interest charges have to be paid on a quarterly basis in equal 
amounts 

VI. Sales prices are fixed on the basis of total monthly costs of production 
plus 15% of total costs for profits. 

VII. Finished goods are inventoried for about 30 days before despatch. 

VIII. Payments from customers are received in about two months from the 
date of despatch. 

You may make reasonable assumptions you consider necessary in making 
your calculations. 

Exhibit! 


Elements of cost Cost in lakhs % of sales 



Rs. 

Rs. 

Raw materials 

52.00 

16.6 

Stores and spare parts 

36.00 

11.5 

Direct wages 

75.00 

24.0 

salaries 

24.00 

7.7 

Rent 

6.00 

1.9 

Power and Electricity 

9.00 

2.9 

Adm. overhead 

30.00 

9.6 

Interest charges 

12.00 

3.9 

Depreciation on fixed assets 

28.00 

8.9 

Cost of Production 

272.00 

87.00 

Profit 15% of cost 

40.80 

13.0 

Sales Rs. 

312.80 

100.0 
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Exhibit-II 

Delay centres 


Cost Borne by 
Delay centres 


Stock of Raw materials 
Stock of stores and spare 
parts 

Work-in- process 


Stock of Finished Goods 


Accounts Receivable 


Raw materials 
Stores and spare 
parts consumption 
Direct labour 
Depreciation 
Power and Electricity 
Stock management 

Total Production Cost 
Salaries 7.7 

Rent 19 

Adm. 

overhead 9.6 

Interest 3.9 

Profit 13.0 


Exhibit-Ill 


Delay centers Average delay 

in months 


Stock of raw materials 4.0 months 

Stock of stores and spare parts 


Work-in-process 
Stock of Finished Goods 
Accounts Receivable 


0.5 „ (assume) 

1.0 „ 

2.0 „ 


Total Delay 10.5 months 


Exhibit IV 

Added value Time between the 

moment of charg¬ 
ing added value 
and collection of 
sales (in months) 


16.6 

10.5 months 

11.5 

6.5 

24.0 

3-5 .. 

47.9 

2.0 .. 


Cost in % 
of sales 


16.6 

11.5 

24.0 

8.9 

2.9 


63.9 


36.1 

100.0 


Added value/cost 
in% of sales 


16.6 

11.5 

24.0 

47.9 


100 . 0 % 


Working capilal 


174.30 

74.75 

84.00 

95.85 


Rs. 428.85 
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Working capital = 4 ^ 5 ^" = 2 - 7976 
with projected anoual sales of 

Ks —2M6^= KS - UU9 ’ 000 


Gross working capital 
Less Delay in payments : 


Rs. 

1,11,79,000 


Rs. 


1 . 


Raw material Rs.-^—y^-X 2—8,66,667 


3600000 „ i_ A cfl 

2. Stores and spares —4.5U.UUU 


3. Wages 

4. Salaries Rent, 
Power, Elect, and 

overhead 


IM^00_H3,12.500 


69 ^ 000 - 5 , 75,000 


25,04,167 


5. Int. Payment 12,00,000x— =300,000 

Net working capital Rs. 86,74,833 

required 

Summary of P.L. Tandon Committee Report 

The Reserve Bank of India set up the Study Group to frame guidelines for 
followup of bank credit in July 1974 under the Chairmanship of Shn P.L. 
Tandon. 

The terms of reference of the Group were 

(i) To suggest guidelines for commercial banks to follow-up and 
credit from the point of view of ensuring proper end-use of funds and 'ceepmg a 
watch on the safety of the advances and to suggest the type of operational data 
andother information that may be obtained by 

horrowers and by the Reserve Bank of India from the lending banks, *<> 
make r^mmendations for obtaining periodical 1 forecastsi from i bor = s 0 f a 
business/production plans and (b) credit needs, in) To make'«»«£«■&* 
prescribing inventory norms for different industries both ' n th ^ P rivate ^ d 
public sectors and indicate the broad criteria for deviating from those norms, 
fiv) To suggest criteria regarding satisfactory capital structure and s0 ^nd finan¬ 
cial basis in relation to borrowings, (v) Tojnake 
sources for financing the minimum working capital 
recommendations as to whether the exisiting pattern of financing 
requirements by cash credit/overdraft system etc.,, reqim^to be‘ * * 

to suggest suitable modifications and (vu) To make rcc0 ^™® n f^ p ns _ u v? ? 0 y f 
other related matter as the Group may consider germ**etothe s ubjec 1 ot 
enquiry or any other allied matter which may be specifically referred to it y 
DMprvp. Rank of India. _— 
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9th G m P ^ 

"TSZZZL «. -4--—-s—a guns 

main contenders for bank credit were g an a new policy and 

and internal and external trade ^‘Xot a n"w approach as a credit agency, 
the banking system was asked to adop^new only t0 assist the 

wea^e^sccWrs ofThe society^^nd later to lend to the public sector also. 

2. In the early years, bank lending in India m ^ , ^ff h e‘°,2Ster: 
cing of movement of agricultural P r ° d “ ce . ot slock s charged to the banks. 
Advances were sanctioned against the sec ** of ban k lending continued 

With the growth of industrialisation, the same yie jndustry bcing secunty- 

w'"h minor changes the Igenera! ^ o f ^ 8 tcndcd l0 favour borro- 
cum-guarantee advances The s«=“ r, t) y f their ccon omic function, 
wers with strong financial resources, irrespective 
This system aided concentration of economic power. 

3. Since nationalisation, there has been a "cw sense of direction in bank 
lending and indeed advances tc.newclaimantsof^ “^ft^ has emerged 
industry and agriculture have sin« gone up^ Tlwp pew source of deman d 

as an important user of credit in rccent years. equitable geographical 

is the growing awareness of the need to acnieve ui cm 
development of industry, and in its wake the distribution of credit. 

4 In the last six or seven years, industrial production has risen at a 
slow pace but the call on bank credit, essentially for 

even at the same level, has gone up with mweasing t^ces- 1 * the grow 
process is resumed—as indeed it has begun to do l Jj c P ... increasc an< j 
inventory required to maintain a higher level of P rod “= ll °" , " cr ” ° .* n 
correspondingly the demand for bank credit Banks will thus have: to‘operate in 
a context in which demand for bank credit for growth requirements will be 
large. 

5. The problem of potential imbalance in demand for an £ suppW of 
funds is accentuated by the manner in which banks extend credit under the 
present cash credit system of lending. Under this system, the level of adva 

in a bank is determined not by how much a banker can lend at a particular 
point of time but by the borrower’s decision to borrow at that time, this 
makes credit planning difficult in banks. Also, cash credit advances are repaya¬ 
ble on demand only in name. To the extent that outstandings in the cash 
credit account never fell below a certain level during the course of a year, there 
is an element of what is called a ‘hard core* borrowing which is in reality a 
quasi-permanent lock up of bank funds in the borrower’s business. 

6. In the light of the foregoing, time is now opportune to review the 
existing system and effect changes in such a way that under the new system the 
borrower would plan his credit needs and the banker also would be able to plan 
having known the borrower’s credit requirements. 


7. A borrower needs funds for the operation, mainly to carry current 
* assets required for the purpose. Inventory and receivables comprise the bulk of 
the current assets. There is no uniformity in approach among banks in assess¬ 
ing working capital requirements, especially with regard to inventories. If bank 
credit is to be viewed as a tool of resource allocation in the economy, one 
cannot get away from the problem of defining reasonable levels of inventories 
(including safety stock) and receivables in each industry and hence the need for 
norms for these current assets. 
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8 . In the new context, the main function of a banker as a lender is t 
supplement the borrower’s resources to carry an acceptable level of cnrr.i; 
assets. The implications are twofold : (1) the level of current assets must K 
reasonable and based on norms, (2) a part of the fund requirements for carrvino 
current assets must be found from long term funds comprising owned fm„u 
and term borrowings including other non-current liabilities. s 


9. Norms have been suggested for 15 major industries, takine intn 
account, inter alia, company finance studies made by the Reserve Bank n r oce° 
period in the different industries, discussions with the industry experts anM 
feed-back received on the Interim Report. The norms proposed represent hi 
maximum levels for holding inventory and receivables in each industry r 
however, a borrower has managed with less in the past, he should continue til 
do so. 


10 . In view of the special characteristics of the heavy enginecrino 
industry, particularly the large tie-up of funds in current assets, the banking 
system may find it difficult to cope with the industry’s demand for funds in iu 
entirety. The working capital requirements of the heavy engineering sector 
should, therefore, be assessed taking into account the alternative ways of finan 
cing the needs and the extent to which banks may meet them may be determi¬ 
ned , case by case, on merit. 

11. Norms cannot be absolute or rigid. Deviations from norms may be 
visualised under certain circumstances, e.g., bunched reciept of raw materials 
power cuts, strikes, transport delays, etc. However, delayed payments by 
Government agencies and sometimes by large units in the private sector cannot 
be treated as circumstances warranting deviations and the matter should 
be tackled at the source rather than throwing upon the banking system 
the burden of providing additional credit. The Reserve Bank should discuss 
the matter with Govt., agencies and the Bureau of Public Enterprises. Govern¬ 
ment and public entreprises should set an example in prompt payments. 

12. Concessions under the criteria for deviating from norms should not 
be expected as a matter of course but must be fully justified. Deviations should 
be for known specific circumstances and situations (which should be recorded) 
and allowed for agreed periods which should be relatively short; and there 
should be return to norms when conditions revert to normal. 

13. Norms should apply to all industrial borrowers, including small scah 
industries, with aggregate limits from the banking system in excess of Rs. 10 
lakhs and extended to smaller borrowers progressively as early as possible. 

14. In the case of industries not covered by norms at present, the 
purpose and spirit behind the norms should be kept in view when extending 
credit facilities. 


15. The list of industries covered by norms should be extended with 
experience. Norms should be kept under constant review. 

16. The principles should be uniform for all like industries, both in the 
private and public sectors. Thus, public sector industry should conform to the 
same norms as are applicable to comparable.private industry, though in special 
cases, norms may have to be relaxed, but after a study in depth. 

17. All credit limits, whether enhancement is sought for therein or not, 
should be considered in the light of the"norms and where the levels of inventory 
and receivables are excessive, they should be reduced, bringing down also the 

dues to the bank and/or other creditors. 
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mrnmrnm 

»««»pi-sr- ** ss assSd 

“ r™» «• — <—- “• 

SS £™“ BP - b > l *“‘ b S"'”l k could be -orbed 

20. The maximum permissihe levclofbanK have to contribute a 

£iSrs3o^^olK^2»Sf^ 

Ss ,rr a jr-&rfw~fe saa .r. 

StT AS of".-Sb°c SS'LX, Old. «-*■—» .he current 
ratio further. . . , aking the following example 

, ssr ssxs-.. s it - - 


Current liabilities 

Creditors for purchases 
Other current liabilities 

Bank borrowings, 
including bills 
discounted with banks 


Rs. 

1000 

500 

1500 


2000 
Rs. 3500 


Rs. 
2,000 
200 
900 


Raw materials 

Stocks-in-process 
Finished goods 
Receivables including 
bills discounted 
with banks 500 

Other current assets lou^ 

Rs. 3700 


950 


As per suggested norms or past practice, whichever is lower, in relation to 

pr t Rs R, 

Total current assets 3*700 3700 ToU, cur.nt = 3700 

tiesothet^thanbank longterm sources 925 ^^^££*£5“ 

borrowings ouu _figure) - 

2775 Real current assets 2750 

Less current liabili- 25% of above from 

_. 1 — Uonb inno term sources 

688 
2062 


1500 


Working capital gap 2200 
25% of above from 


long term sources 

550 

lies UUU.I uiau uaniv 

borrowings 

1500 

— ■■C - 

Rs. 

1650 


1275 


Maximum 
bank borrowing 
permissibal 


Working capital 

gap 

Maximum 

bankborrowing 

permissible 

1500 

2200 

1275 

Less : current 
liabilities other 
than bank 
borrowings 
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Excess borrowing Rs. 350 Excess borrowing Rs. 725 Excess borrowing R s 1410 
Current Ratio 1.17 : 1 Current Ratio 1.33 : 1 Current Ratio g \j\V\ 


21. The classification of current assets and current liabilities for 
mg the permissible level of bank finance should be made as per the 
accepted approach of bankers. 


comput. 

usually 


22. The 3rd Method will provide the largest multiplier of bank finance • 
^ ve /’ l , 0 av0ld hardship to borrowers, a beginning may be made with the hi 
Method, placing all borrowers in this method within a period of about one veil 
and the ideal of the 3rd Method may be reached in stages. The liberal approach 
under the 1st Method has been suggested as the first step, particularly to facilita.e 
financial structuring of new companies, setting up projects in backward areas ana 
also for flexibility in restructuring of existing companies with a weak finanical 
base. 


23. The aim should be to move forward and borrowers in the third 
second category should not revert to the second or first category respectively 
by increasing their dependence on bank borrowings. Also, when credit needs 
increase, the borrower should not slip back from a higher to a lower category. 

24. Banks will work out the position of existing customers and any 
excess over the finance, to which a borrower would be eligible under the new 
formula, will have to be reduced progressively, by transferring the excess to a 
term loan, amortised over a suitable period. 

25. The concept of bank credit forming only a portion of the working 
capital gap could also be used as an instrument for influencing the directional 
flow of credit, according to the priorities for industries indicated by the autho¬ 
rities concerned from time to time by varying the scales of finance. Also, when 
a manufacturer has reached a stable level of production for a reasonable number 
of years, there is no reason why bank finance should continue to be made avail¬ 
able to him on the same scale, because if a portion of the finance made avail- 
able to him could be withdrawn, such funds would be available for promotion 
of new economic activity. 


26. In future, while funding new projects, the term lending institutions 
may provide for margins on the basis of the recommended proposals and the 
bank which is to finance the working capital requirements should be associated 
at this stage in determing the working capital and margin requirements. In 
the case of old units, where a part of the present cash credit borrowing is 
transferred to a term loan, to bring the borrowings in line with the recommen¬ 
ded proposals the funded debt and equity relationship may not immediately 
conform to the norms of the term lending institutions. In these cases, borrowers 
may have to be given time to bring the position to normal, but the total outside 
liabilities to owned funds relationship will have to be acceptable to the banks. 


27. A request for additional credit on a regular basis from a borrower 
who already has an excess borrowing under any of the three methods may be 
considered provided the borrower brings in matching contribution required 
under the relevant method of lending. In very exceptional cases, however, 
if the cash generating capacity of the borrower is sufficiently good, banks may 
grant a term loan for the purpose to a reasonable extent for a short period 
acceptable to the bank. If, however, the additional fund need is for a short 
duration for specific transactions/ contracts, the bank may consider giving 
additional credit for such needs without insisting on matching contribution, on 
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down to the required levels. ^ which would 
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budgets. 


30. The demand cash credit sh°"MJbe wMgiv/theboirowe?an incentive 
rate than the loan component. This upp^h. 8^ cxcess borr0 wing to be 

higher rate than the cash cred.t rate. 

• 1. . nAIII oath 


31 . In order to ensure th»tfaSSng ri»o»lkl be'phc'ed"'* a“ quarterly 

“ in the su86csl£dforms ' 


o f ^= 
to take due notice of their apprehension. 


; iiuvivv *<• —- • • 

33 . Apart 

ment, within the overall el g y . as ^^ p 0SS ible, receivables 

to finance seUer’sreceivab e. ^ rathcr lha n cash credit against book debts, 
should be financed by y nurc b a ses may be financed by way of cash 
As regards the t l ucs ' 10 . . Y j ls 0 wn decision in consultation with the 

»ar?jsw'&’Sbi mu —- 


,4. The r p.*d ■C”„. 0, «S5‘SS-Kln 1 ^ AfiMM. £ 

tended to all bo "°**[* ^formation system may be introduced to start with, 

‘ 7” X„“ ov ‘ 

banking system and then extended progressively to others. 


is.«. as^ssspSto 

SUSS ,E SSSVSW pppiici ro, 

advanc^or renewal, for fixation of the overall cred.t limit. 


36. The working capital gap will be computed the extent of bank finance 
will be arrived at and the overall credit limit will be fixed. 


37 Actual drawings within the sanctioned limit will be determined by 
he customer’s inflow and outflow of funds as reflected 

low statement and the permissible level of drawing will be the level as at the 
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end of the previous quarter plus or minus the deficit or surplus shown in thp 
funds flow statement. 

38. Within the overall permissible level of drawing, the day-to-day ope¬ 
rations in the account will be regulated on the basis of drawing power (subject 
to the margins stipulated by the banker against the different componerm of 
inventory and receivables), as per the monthly stock statements, which will 
continue to be submitted. 

39. Variances are bound to arise in any budget or plan ; variances to the 
extend of say ± 10% should be permissible, and beyond this, the banker and 
customer should discuss the reasons. 

40. The recommendations regarding inventory/receivables norms and 
the mechanics of lending are to be viewed as a package ; it is an integrated 
scheme and the borrower is expected to subject himself to the entire discipline 
envisaged. 

41. A bank has to follow up and supervise the use of credit to verify 
first, whether the assumptions of lending in regard to borrower’s operations 
continue to hold good and second, whether the end use is according to 
purpose for which the credit was given. 

42. If the banker is to get away from security-oriented lending to pro¬ 
duction-related credit with security serving a subsidiary but necessary role, he 
will have to be in close touch with the borrower’s operations. Since projected 
funds flow statement would form the basis for determining the line of credit, 
a banker would be justified in laying down a condition that any material change 
say around 10% of the figure projected earlier, would require his prior approval. 
Thus, the banker may stipulate certain minimum terms and conditions relating 
to matters having a material impact on the funds flow of the borrower. 

43. From the quarterly forms, the banker will verify whether the ope¬ 
rational results conform to earlier expectations and whether there is any diver¬ 
gence reading as red signals : however, variance of, say around 10% may be 
treated as normal. 

44. In addition to the quarterly data, the larger borrower should submit 
a half-yearly proforma balance sheet and profit and loss account within two 
months of the end of the halfyear. 

45. In the new system, it is in the borrower’s own interest that audited 
balance sheet are produced as early as possible, say in three months and he 
should take positive steps in this direction. 

46. After the close of each year, detailed credit analysis should be done 
as in respect of new advances, when the banker will re-examine the terms and 
conditions and make necessary changes. 

47. Stock statements will continue to be submitted but they need to be 
improved. The basis of valuation in the stock statements and the balance 
sheet should be uniform. The stocks should be reconcilled in the stock state¬ 
ments, showing the opening and closing stocks, quantity-wise and value wise. 

48. Stock inspection poses problems particularly in large industries. In 
such cases, there is no alternative to depending on financial follow-up. Where 
a banker feels, for special reasons, that a detailed stock verification is called 
for, a regular stock audit may have to be arranged with the assistance of outside 
consultants. 
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ratios. • _ nc hesides examining financial and 

52. in "’^-g‘rpfXcS a Sm^ aho be examined to determine 
operating rn^o*' ^gffJSBS and fixed assets efficiency, 
labour efficien y, should be a system of borrow- 

53 For the purpose of better contr easy identification of the 

SS3a tte 

respective borrowers. can satisfy himse lf 

54 The only feasible manner ^ by calling for appropriate 

ratio, which may be looked at. as. funded^eM «ju J )egis , ate absolute standards 

[he median for his industry, the j» nk *° ly as possible and the latter should 

da?a up-dated by the Reserve 

^ 56. The change-over recommended ^hoffid be 

of inconvenience to the banker and the_ cu $ u , This is a matter for cac 

banks should reduce tier and inisttat ive systems and procedures and 

bank to examine in relation to its o dm comm itment of the top manage- 

n0lmS ’ „ lnn( „. r ta we a stand that having given security, 

57 . A customer can no tagbanks. There are rights and 
there is no necessary for him to give any (ende| . js entit , ed t0 mformat.on 
obligations on both sides. The bMker ^t^ ^ fo „ ow . up and alS o has a duty 
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of owned f^ds of ^'h" 8 tfade ’ bank , should k «P i" view, inter alia, the extent 

s, 
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59. It will be useful if Government authorities like the Textile r™ • 
ssioner or Jute Commissioner consult the Reserve Bint hpfnr.. C ^ m L mi ' 
stock levels for the industries concerned to the extent these may cut^cro^lh 8 
relative norms for inventory holding. ay tul across the 

"• *7 v,ew ? f l *?S need for effi cicnt transportation and availability nf 
wagons, railways should assume some liability for undue delays as nan „ L 
own disc.pl.ne, as they do for damages in transit at railway risk P ' hClr 

61. The canalising agencies and public sector producers mav rcvi.u, 
loc”up m of bank m funds* ,r d,S,nbu,,on procedures so as to prevent unproductive 


62. Government and the Public sector are the biggest buyers in th, 

country and tardy payments by them will only increase the level of receivables 
and consequently the need for bank credit. Government department have 
already been following the accepted commercial practices in respect of their 
purchases from foreign supphers but not in respect of their internal purchase! 
It will be useful if the Reserve Bank could initiate discussions on this matter 
Further, Government should pending streaming its procedures, agree to pay 
interest on established delayed payments. pay 

63. The possibility of switching over from credit sales to cash sales 

wherever poss.ble both in the private and the public sectors, should be 
examined, or at least credit period allowed by sellers should be progressive!? 
reduced, in order to shorten the transaction cycle and enable bank funds to 
achieve a larger multiplier. lo 


64. In the case of consortium advances or where a borrower is financed 
by more than one bank, the concerned banks should evolve a procedure to 
ensure a uniform handling of the account in conformity with the inventory and 
receivables norms and the financial discipline suggested. 

65. If a borrower refuses to comply with the new requirements there will 
be no alternative to the banker but to take first a holding action by raising the 
rate of interest until such time as the requirements arc fulfilled; but if this fails 
the bankers will have no option but to stop operations in the account. 

6 r \, J? nC , e dan s er signals are thrown up in the case of a borrower and 
signs of difficulty emerge, speedy action is called for on the part of the banker 
and timely and firm handling are of essence. In such case, the banker may 
intervene even in management, if that is necessary, in the interests of all 
concerned and the public. To diagnose the ailment, the banKer can go to a 
consultant and can then arrange for action, including a financial or structural 
reorganisation. 


67. The Indian Banks Association has an important role to play in a 
study of the environment and particularly the impact of regulations and enact¬ 
ments on the working of banks. 

68. Expertise has to be built up in the banking system in organising 
industry-wise studies on an on-going basis, which should serve as a frame of 
reference for decision-making in regard to individual cases. 

69. Instead of every bank attempting to make detailed studies of all the 
major industries it would be beneficial if some selected banks concentrate on 
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these to the commercial banks through a circular issued on August 21, 1975, 
asking them to initiate action to implement these recommendations. 

The texts of these circular letters are reproduced below : 

The Study Group to frame guidelines for follow-up of bank cred,t * s ^ l f 
uo bv the Reserve Bank of India in July 1974 under the Chairmanship of 
p P L.Tandon, the then Chairman of the Punjab National Bank has since 
submitted its report on the issues referred to it. 

2. We have, for the present, considered some of the main recommenda¬ 
tions of the Group, v/r., 

(i) norms for inventory and receivables 

(ii) approach to lending 
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(iii) style of credit 

(iv) information system 

(v) bill finance 
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We have accepted these recommendations and have to advise as under : 


(a) Norms for inventory and receivables 


As you are aware, wc advised banks in circular letter DBOD. No. CAS. 
BC. 113/C. 446-74 dated the 8th November 1974 to implement the norms 
suggested by the Study Group in respect of the 10 industries covered by its 
interim report on the subject (vide Annexures III and IV to the report). The 
Group has now suggested norms in respect of a total of 15 major industries 
in its final report, revising in the process some of the earlier norms. We have 
accepted these norms and these should be applied in respect of both the existing 
and new borrowers with immediate effect in substitution of the norms suggested 
in our above circular letter dated the 8th November 1974. All fresh proposals 
(including those from the existing borrowers seeking enhanced credit facilities 
by normes now suggested by the Study Group. In the case of all existing 
borrowers (whether or not they seek enhancement in credit limits), if their 
levels of inventories and receivables are excessive on thebasis of the suggested 
norms, the matter should be discussed with them and a programme for a phased 
reduction therein worked out. In case the excess levels continue without 
justification, while the bank may not abruptly stop operations in the borrower’s 
account, which may upset his normal functioning, it may. as suggested in 
paragraph 5.20 of the final report, read with paragraphs 16 to 18 of the interim 
report, consider, after a reasonable period of say, about 2 months, whether it 
should charge a higher rate of interest on the portion of the borrowings 
considered as excessive. To keep a watch in this regard, banks may call for 
additinal information as suggested in paragraph 16 of the interim report of the 
group. The control should, however, be exercised with due flexibility and 
understanding of the circumstances which may warrant deviation from the 
norms for temporary periods as mentioned in paragraphs 5.14 and 5.15 of the 
final report. 


Initially, all industrial borrowers including small-scale industries with 
aggregate limits from the banking system in excess of Rs. 10 lakhs should be 
covered. Smaller borrowers that is to say, industrial borrowers with aggregate 
limits of Rs. 10 lakhs or less—should be covered progressively as early as 
possible. In the case of industries for which norms have not been specified 
by the group the purpose and spirit of the norms should be kept in view while 
extending credit facilities. 

We may reiterate what has been stated by us in paragraph 5 of our above 
mentioned circular letter dated the 8th November 1974. In respect of cotton and 

jute, the stock holding of which by the concerned industry is regulated by the 

Textile Commissoner and the Jute Commissioner, respectively, while the actual 
maintenance of stocks of the borrowers would be subject to the levels that may 
be indicated by the concerned authority, the credit limit extended by the bank 
should be broadly related to the norms suggested by the Study Group unless 
otherwise specifically advised by us. 


(b) Approach to lending 

As regards the approach to lending, the Group has observed'that the 
borrower should be expected to hold only a reasonable level of cunent assets 
in relation to his production requirements. The total current assets will be 
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pl \NNlNO ^ # — 

amgsw 

limits in excess of Rs. of thc wor ki n g capital gap as denned 

(i.e. financing a /“-"IS* 3 fl>of toe report. Beginning with the borrowers in a 
in parapraph 6 2 and 6.3 Vj) nrocess should be completed within a 

relatively weak financial position, *^ e P d of September 1976. However, in 
period of about one year say by the “danced credit limit, such action 

respect of borrowers approaching anks ^ additional credit limit. At the 

may be taken at the time ofiurtion.. who are already in the 

same time, banks sh0 “' d lh "’|“ d Method do not slip back to thc position under 
position indicated under the 2nd Met 3[d Metho d to borrowers, wc 

[he 1st Method. As regard*.aPP"® 8 *'®" ®J However, in the case of borrowers 
have not taken any view for P l eases where more than 25 per cent 
who are already in a hotter position . owncd funds and term borrow- 

“”" is * *-»*» 

increasing the dependence of bank finance. 

• *? crediVfacilit'ies IbrupSy. 

towards norms and 'henewsy l ^ fl * ancc , 0 which they would be 

existing b0 "° w , e h r e s '“" y f0 rmula will be identified and converted into a term 
eligible under the new fo , the period of amortisation depending 

loan which may be amoriiseQ g > caoacitY his ability to raise additional 

upon ’he borrower s cash genwa,in_g .capacity^ h_S n ^! ^ a 

6.17 and 6.18 of the report. 

(c) Style of credit 

As recommended by the Group, instead of making available the entire 
limit as i cash credit banks may bifurcate the accommodation into (0 a 

availably, bill limits may also be allowed. 

Such bifurcation of credit limits should be done in all cases at ^ c }'™ c _ 
they are required to conform to the criteria specified m the 1 st Method, How 
ever, in the case of borrowers seeking additional credit limits ,n ^ c . Cr!nP The 
the financing pattern should be adjusted as above when considering the 

enhancement. 
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(d) Information System 


The forms devised by the Group for the information system (Annexurc 
VI to the report) have already been accepted by the Reserve Bank and circula¬ 
ted to banks with deposits of Rs. 50 crores and above, vide our circular letter 
DBOD. No. CAS (SG) 294/27-75 dated the 19th May, 1975. We presume 
that the forms have been circulated among the concerned officials/staff of the 
banks (including their training establishments) and among their large borrowers. 
Wc are sending separately to banks with deposits of less than Rs. 50 crores the 
proceedings of the two seminars at which the forms were discussed. The 
proposed information system may be introduced to start with, in respect of 
borrowers with limits aggregating Rs. 1 crore and above from the entire ban¬ 
king system and the process completed within 6 months. The borrowers who 
have already the information system should be asked to commence submitting 
the quarterly data straightway and the other borrowers should be asked to 
build up the requisite information system early so that they also start submitt¬ 
ing the data within the aforesaid period of 6 months. 

The question of extending the information system to other borrowers 
will be considered in due course. In the meantime, banks may send the forms 
to their borrowers enjoying credit limits of Rs. 50 lakhs to Rs. 1 crore for 
information so that they can initiate action for building up the requisite system. 

3. Wc shall be glad if you will kindly initiate immediate action to imple¬ 
ment the above decisions. As regards the other recommendations/suggestions/ 
observations of the Study Group, you will be advised separately. 

In regard to fresh proposals and those for enhancement of limits, banks 
may consider them on the basis proposed in the report and outlined above from 
the 1st November 1975. In the meantime, if a borrower cannot furnish the 
requisite data and his proposal is in an advanced stage of consideration, a view 
may be taken on the basis of existing practice. 

In the context of the new system of lending, we propose to revise suitably 
the data base for purposes of the Credit Authorisation Scheme. Pending such 
revision, banks may continue to submit the applications for prior authorisation 
under the Scheme, in the existing proforma which may be supplemented, to the 
extent necessary, with such data as the banks may consider relevant. 

4. Wc also invite a reference to the Study Group’s observation (para¬ 
graph 6.29) regarding the borrower’s concern about the secrecy and sensitive 
nature of the information proposed to be called for from them We have no 
doubt that banks will take due care in the matter. 

5. We would urge that the implementation of the new system should be 
effected with a considerable degree of understanding and flexibility so that the 
switchover is smooth. We attach great importance to this and for this reason 
we have already set up a Committee of Direction in the Reserve Bank for an 
on-going review of the problems arising in implementing the recommendations. 
Banks with deposits of Rs. 50 crores and above have also been advised to set 
up similar committees at their end for working the new system. In case any 
clarifications in regard to the Group’s recommendations are needed, banks may 
kindly make a reference to us. 
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MANAGERIALLY ORIENTED INFORMATION SYSTEM 

Managers in the past depended^ upon 

economy & »^h£ 

experience for making *£{£, storage, based on decades experience 

had the advantage of modest computing power permitted him to 

which was readily avai1 ^ ‘ o; tua tj 0 n The modern manager who has no such 
analyse a current business sit■ °J‘ w jth such facilities. He needs meaning- 
information storage must b P f j for planning and controlling t[ }* ?****' 

” d 

’isssfJitSst sstissssjr .-ssasa 

planning, performanc P • | |ncss information sub-systems both financial 

ultimate integration of required busmt ^ jt requi[es mtcr-rclatcd 

and non-financial within the c °™ P re p or ting. It involves a systematic approach 
coding, processing, stomg•»<» timely , meaningful and readily 

toward providing ' nf ° r ™ t, °"j, satlsfy both routine and special reporting 

needs ofmanagtmen,'efficiently and effectively to plan and control the acquisition 

use and disposition of company resources. 

A successful managem^t jy^finandal 1 , 

and future management information functlons u wi u have the 

marketing production ° p " a, '"8 a ° (compc titivc. regulatory) information 

SSS for evaluating SXSSU ^<*“»> 
short range planning (tactics) . . 

The definition of MIS putforth by the Management Systems Committee 
of the Financial Executive Institute (New York). 

Information is at the root of^good JZSZ 

of the system itself. 

An information system should be designed to focus*>n the. 
and decisions made within an organisation and to provide the kind of informatio 
that the manager needs to perform those tasks and make those decisions. 


Major determinants of MIS 
1. Business enviornments : 

(a) Market opportunities 

(b) Risk and 
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2. Company strategy 

3. Company organisational structure 

4. Management and decision-making processes. 

5. Available technology 

6 . Available information sources. 

Top management support and participation are necessary for effective 
system design. Top management itself must start the design process i.c, must 
first delineate the organisation’s strategy, structure and decision making pro¬ 
cesses for the specialist in the design group and then make sure that the 
specialist designers integrate these elements fully into the basic system design. 

A company’s strategy is a blend of its internal resources with external 
forces. 

Internal Resources 

1. Managerial 

2. Financial 

3. Manufacturing 

4. Technological 

5. Marketing. 

External Forces 

1. Business environment :— 
market opportunities 
Risk and 
Competition. 

A Company’s strategy and its M.I.S. must be on the 
so tint the information system focuses on factors which are 
it needed sales data, but currently it needs cash flow data, 
flow is not available, then the system is no longer valuable. 

Business environments plus the strategy derived from them, yield the 
company’s organisational structure. This structure subdivides the essential 
tasks to be performed, assigns them to individual, and spell, out the inter¬ 
relationship of these tasks. 

Internal resources, external forces, strategy and the organisational structure 
define the key success variables of a company. These variables are activities on 
which the company must score high if it is to succeed. 

For a company manufacturing non-durable consumer good the key success 
variables might be product promotion and understanding customers response to 
product. 

For more durable consumer goods manufacturing and distribution, cost 
control may be key variables. 

The key success variables determine the key tasks of the company and 
thus help indentify the priorities for information system development. 

Management function can be devided into two activities of planning and 
control. 


same wave length, 
relevant. Formerly 
If the data for cash 
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organisation. 

I. Strategic Planning Process 


Activities 

1. Choosing company objectives 

2 . Planning the organisation 

3. Setting pcsonel policies 

4. Setting marketing policies 

5. Setting research policies 

6. Choosing new product line 

7 Acquiring new divisions 

8 Deciding on non-routme capital expenditure 


Information required: 


Extrnal 

1. Market-analysis— 

Competitive information 
regarding present and 
potential competitors 

Past Performance 

1. Profitability 

2. R.OI. 

3 . Share of the market 

4. Value of sales 


Present Activities 


1. New products introduced 

2. Key management 

3. Price strategy 

These may help in deciding things 
bution channel etc. 


like research, advertising and distri 


Future Plan 


1. Expansion programme 

2. Acquisition plan 

3. Research and development efforts 


2. Demographic 

1. Current level of population 

2. Growth trend 
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3. Age distribution 

4. Geographical distribution 

3 Technological developments 

4. Government Regulations 

(a) Industrial Policy 

(b) Licensing Policy 

(c) Fiscal Policy 

(d) Monetary Policy 

(e) Import and Export Policy 

(f) Pricing and Distribution Policy 

(g) Labour Policy 

5. Economic data 

1. G.N.P. 

2. Income per capita 

3. Rate of industrial growth 

4. Growth rate of industry in which the company is operating 

5. Balance of Payments 

6. Foreign exchange rates 

7. Convertibility of currency 

8. Intreaction of aid programmes on the policies of the Government. 

9. Emphasis and priorities in the Plan’s particular segment of the 
economy. 

6 . Political trends 

7. International political and economic outlook 

8. Trends 

9. Predictions 

Internal 

Management Control Process 

Tactical decision making pertains to shortterm activities and the allocation 
of resources for the attainment of the objectives. Whereas stratagic decision 
making entails largely a planning activity, tactical decision making requires a 
fairly equal mix of planning and controlling activities. 

II. Tactical Planning and Control Activities 

1. Formulating budgets 

2. Planning staff level 

3. Planning working capital 

4. Formulating Advertising programmes 

5. Selecting research projects. 

6. Choosing product improvement 

7. Deciding on plant layout 
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8 . 

9. 

10 . 


Deciding on routine capital expenditure 


Control 

Information required 

Goal/pcrformance comparisons 

Monetary reports 
Rhythmic reports 
Decision making 

Market share/potential market share 
customer and product profiles 
Productive process capacity 
Key Factor 

Past performance and future trend 
Special studies. 


HI The technical or operational control process 


T . ♦prhnical level of decision making is a process of ensuring that 

•fiT h tnsks arc implemented in an effective and efficient manner This kind 
specific tasks arcs mp specific commands to be given which control 

° f ^ onera^ions Th^primaVy management function involved ,s that of 

control with planning performed on a rather limited scale. 


Activities 

(1) Controlling labour 

(2) Controlling credit extension 

(3) Acceptance or rejection of credit 

(4) Controlling placement of advertisement 

(5) Scheduling production 

(6) Controlling inventory 

(7) Measuring, appraising and improving workers efficiency. 

Information required 

1. Inventory report 

2. Production schedules 

3. Product costs 

4. Non-monetory reports 

Data Management 

Data can be classified into:— 

1. Operation data 

2. Resource data 

3. Progressive data 

4. Decision making data 

Operation data are in the lowest level of information and consist of such 
items as bills, invoice, and statements that keeps an enterprise in operation. 
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Resource data deal with three form of resources—finance, stock and 
personnel, and direct their quantity and location at a given time. 

Progressive data comprise comparison of objectives with what in reality 
has been attained, so that the management can effect the appropriate adjust¬ 
ments to plans and schedules. 

Decision making data consist of future strategics, the implications of 
various alternatives and the data required for policy formulation. 

Every information system transforms or converts source data into 
meaningful and useful forms that are called information. While the sequence 
of operations that are necessary to convert particular items of data into infor¬ 
mation may vary greatly, the system has a standard set available. This standard 
set of data conversion operations includes—recording, transcribing editing, 
reducing, storing, classifying, coding, sorting merging, calculating, updating, 
retrieving, summarizing, analyzing, interpreting, reporting and transmitting. 

The three stages of data collection data processing and data communi¬ 
cation embrace all of the operations just listed and are analogous to the stages 
of purchasing raw materials, producing furnished goods and distributing the 
furnished product to the customers. 


Data Base/Data Bank 


Every information system maintains a data base/data bank from which 
information is retrieved as needed. In this perspective the emphasis is upon 
the collecting and organising of data for use by the entire company. 

The Data Base consists of:— 

1. Active Files—categorised as Master Files (e.g. customers file, 

Sales order file) 

2. Working Files 

3. Reference Files (e.g. Product price list) plus 

the inactive stored data available for planning purposes—inactive 
planning file (e.g. collection of past financial statements) 

The system concept is actually a way of thinking. It provides us with a 
conceptual framework for visualizing the internal and external factors as an 
integrated whole. 

An advantage, of the systems approach is that it allows us to recognise 
the existence of and proper place and function of sub-systems ares. Sub-systems 
the various system which comprise the total system. For example the nervous 
system and digestive system are sub-systems of the overal human body system. 
The firm as a system is also comprised of numerous sub-systems: 

(i) Production system 

(ii) Financial system 

(iii) Marketing system 

(iv) Distribution Management system 

(v) Personnel Management system 

Finally the firm is a sub-system of an even larger system of our total 
economic system. 


CHAPTER XVI11 


profit planning and project appraisal 

The success of a business is most frequently measured in terms of profit. 

1 The selling price of product. 

3 ■ The Of the product, segregating them into variable and 

5 . N ct operating assets ** 

«* buildin8S 

will also not be included in the income of the business. 

6 Composition of the capital structure. 

7 ' Return on investment derived by dividing the net operating income 
with the net operating assets and multiplying by 100 . 

Net operating Income v ^ 

Nct operating Assets 

To plan profits intelligently, management needs to know : 

1 . The economic characteristics of the firms operations. 

2. The nature of market for its products. 

3 . The nature and severity of competition. 

4 . The cost of its factors of production : the material, the labour, an 
overheads. 

5. Production facilities available. 

6 . The capital requirments. 

7. The cost volume profit relationship. 

8 . The managerial resources of the business. 

Referring to the illustration of X Co. Ltd., given in Chapter VI on pages 
78 and 81 we have: 


Net o perating Income . 
Return on Investment = Net operating Assets 

1971 1 


1972 


Rs. 20,23,000 Rs- 34,42,000 vin „ 

-—r» „ i 70 m nnn 


Rs. 94,87,000 
21.3% 


Rs. 1,38,21,000 
25% 
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01 io/ n * t 972 the X Co - Ltd> * earned 25 % on »*s invested capital and in 197r 
fl.d/o. Let us now examine the two elements which constitute return on 
investment; viz : on 

(1) The net operating income to sales. 

(2) Net Assets turnover. 

Sales generate income and the larger the difference between sales and cost 
of sales, the greater the profit. 

The Net Operating Margin is arrived at by dividing the net opcratinc 
income with the net sales and multiplying by 100. b 

Net Operating Margin = Net °Pf, ratl " g , lncom £ X 100 

Net Sales 

1971 1972 

Rs. 20,23, 000 ... ^ Rs. 34,42,000 

Rs. 1,50,07,000 X IU Rs. 2,14,25,000 X 100 

13.5% 16.1% 

Return on investment is also affected by the size of net operating assets 
used by the business. The relationship of net sales to net operating assets is 
called asset turnover and is calculated as follows : 

Asset Turnover 


1971 

= Net Sales _ Rs. 1,50,07,000 

Net Operating Assets Rs. 94,87,000 

1.58 Times 

If the two variables i.c. Net Operating Margin and 
multiplied we get R.O.I. 

1971 

Net Operating Margin 13.5% 

Asset Turnover 1.58 Times 

(13.5) X (1.58) 

= 21.3% 

Return on Investment 


1972 

Rs. 2,14,25,000 
Rs. 1,38,21,000 
1.55 Times 
Asset Turnover arc 

1972 

16.1% 

1.55 Times 
(16.1) X (1.55) 
25% 


If we compare the 1971 and 1972 results of the X Co. Ltd., we find that 
the return on investment was higher in 1972 than in 1971. It was 25% in 1972 
and was 21.3% in 1971. The larger return was due to a higher margin of 
profit, but asset turnover slightly shaded. 

We have seen that R.O.I. is the product of two elements i.e., the net 
operating margin and asset turnover. Both these variables must be simultane¬ 
ously examined in order to judge the overall profitability of the business. From 
this analysis management can know which variable is doing well and which is 
sluggish and declining. The problem will be identified and measures can be 
taken to set right the situation. 

The following particulars are obtained from the accounts of Enterprise 

Ltd. 


This year 


Last year 


Net sales Rs. 80,000 

Net operating Income Rs. 2400 
Net Operating Margin 3% 

Net Operating Assets Rs. 50,000 
Asset Turnover 1.6 Times 

Percent Return on Investment 4.8% 


Rs. 100,000 
Rs. 5000 
5% 

Rs. 40,000 
2.5 Times 
12.5% 


Better or 
(worse) 
(Rs. 20,000) 



(.9) 

(7.7%) 
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t nf this orRanisation is interested to know why the return 
The management oft 7 7°/ 8 This prblem will be solved in two stage. 
on investment has^falle net operating margin by the last year assets 

„ With thC nCt ° PC,ating 
ma wn 0 °/!=2 7% r ' Add them 5% + 2.7%=7.7% 

( ' 9 ,,me) ' i m on investment depends upon the following actions 

h ch'?h C e management can take singly or in combination w ith others : 

W h'ch the m * t|on |n units of inputs. 

(4) mtermine return on investment, the 

LTD • FOR THE YE * R 19 ' (CHAPTER v,) 

as shown on per product to push larger volume of sales. 
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The common measure of shareholders return on investment relates net 
profit to net worth of the company. 

Shareholders return on investment 


Net Profit 
Net Worth 


X 100 


1971 

Rs. 9,70,000 v|nn 
Rs. 38,19,000* lUU 


1972 


Rs. 15,90,000 
Rs. 58,42,000 


x 100 


= 25.4% 


27.2% 


Earnings per share 

Net Profit _ Rs. 9,70,000 Rs. 15,90,000 
Shares Outstanding 95,500 1,86,800 

= Rs. 10.20 per share Rs. 8.5 per share 


Though the net profit for 1972 has considerably increased over that of 
1971, but the earnings per share in 1972 have come down to Rs. 8.5 per share 
from Rs. 10.20 per share in 1971. This can be explained to the sizeable increase 
in equity shares from 95,500 in 1971 to 1,86,800 in 1972. 


Financial Leverage 


Financial leverage indicates the extent to which the fixed assets of a 
company have been derived from shareholders as contrasted with creditors. It 
is a common knowledge that all funds employed by a company arc secured 
cither from debt or equity sources. What is not common knowledge is the 
proportion of debt and equity which the company should use. The ratio of 
debt to equity and the source of funds arc determined by the guidelines provided 
under the Capital Issues (Control) Act 1947 and the financial policies adopted 
by the management of the company. 

The Capital Issues (Control) Act 1947 lays down the following provisions 
rega r ding the Capital structure of a company registered under the Companies 
Act 1956. 


Ratio between Debts and Equity 


A company should have a balanced capital structure. It must strike a 
proper balance between its debt and equity capital. The debt-equity ratio of 
2 • 1 be observed. A higher ratio than 2 : 1 as between debt and equity is not 
favoured, that is to say, a position where the debts exceed double the equity 
capital is considered financially not prudent. 


For working on the debt/equity ratio in a company debts are deemed 
to include all fixed interest bearing securities, e.g., debentures, loans from 
financial institutions or parties and also deferred payments including interest 
thereon for purchase of capital equipment and redeemable preference 
shares with an outstanding period of less than 12 years. Short term loans 
maturing within a year will not be included in debt. 


Equity in this context is deemed to include paid up equity shares, free 
reserves, share premium, irredeemable preference shares and redeemable 
preference share with period of redemption of 12 years or more. 
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Fnuitv Paid up Capital and Preference Paid up Cap.tal 

Ratio between Equity ram p 

-atf rM*? 1 “, 

’-ZT.^-^t-srttaAsssJtyg 

defiVitions^iave'merit, the first is used here. 

Choosing between Debt and Equity Capita. 

A company ESSlS? * 

equity capital fora. number of rea^ ^ equ|(y capiu , ; (2) debt cap.tal is 

of debt capital inc which decreases a company s cost of capital, (3) 

cheaper than eq«*y p 1 d ’ 0 f flexibility that may bring about an improve- 

r “ p 

ss? 

withoutincreasing t n n ds itself in a situation where it is impossible to 

sometimes management finds itseu .. impcrativc to incrcasc thc return on 
increase the overall ret m n cch y anjsm of us i ng debt capital to increase the rate 

equity mvestment. financjal , cvcragc or lra ding on equity. This means 

of return on equity . ■ f dcbl securities is used in projects that 

rdut'a^ of ^h*hV“ cost, thus allowing .he difference ,o be 
distributed to the equity shoreholders. 

w ~ S ss5 

Co. Ltd., has inverted R* f Rs , 0/ . cach . Thc return on mvestment 
is°^% °The entirenetprofit after tax is paid in the form of cash dividend. 
The financial data will be displayed as under: 


ii 

fll 

Equity 

Capital 

2 

a 

« 

U 

l 

11 

11 

u 

•o 

S-o 

It 

Q 

111 

its 

o5 

Rs. 

10,00,000 

Rs. 

10,00,000 

Nil 

Nil 

10% 

Rs. 

1,00,000 

10% 


Assume that assets can be increased upto 100% without a decrease in the 
return on capital and the management of the company decided to raise 
additional capital by a new issue of 100,000 equity shares of Rs. lO - each. 
The effect of additional capital in the presentation of financial date would be. 
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al 

n 

V 

SL’§ 

uj 3 

Z 2 

Q S 

o 

II 

j=a 

c c 

U 

ag 

&£ 

c 

Q 

c 

°>s 

P 

Rs. 

20 . 00,000 

Rs. 

20 , 00,000 

Nil 

Nil 

10 % 

Rs. 

2 , 00,000 


It should be noted that there is no change in the return on investment 
and the return on equity capital remains the same. 

Suppose the management increases its assets by debt capital i.e., by the 
issue of Rs. 10,00,000/-, 7% Debentures of Rs. 100/- each, it trades on equity 
or makes use of financial leverage. The effect of this change would be: 

ii 

*1 

$5 

its 

s 

*! 

S g 

U f 

t> c 

n 

c ^ 

O S 

Si 

■o 

ft 

Q 

c 

c “2 

Us 

Rs. 

20 , 00,000 

El 

Rs. 

10 , 00,000 

Rs. 

70,000 

10 % 

Rs. 

1,30,000 

13% 


The data reveals that the management of the company has managed to 
increase the rate of return on equity capital from 10% to 13% by using cheaper 
cost capital. It costs 7% and yields 10%, thus allowing the equity shareholders 
to increase their return from 10% to 13% without any additional investment 
on their part. 

RETURN ON EQUITY SHARE CAPITAL AND EARNINGS PER SHARE WHEN 
DIFFERENT LEVELS OF DEBT ARE USED 

(Capital Mix Rs. 20,00,000) 


Financial Data when capital mix undergoes a change as 
depicted under A. B, C, & D 


A 

B 

C 

D 


Rs. 

Rs. 

Rs. 

Rs. 

Capital structure : 





7% Debentures of Rs. 100/- each 

Nil 

5,00,000 


10,00,000 

Rs. 10/-Equity share capital 

20,00,000 

15,00,000 

12,50.000 


EBIT (Earnings before interest & tax) 

2,00.000 




Interest on 7% Debentures 

— 

35,000 

52,500 

/0,UW 

Profit before Tax 

2.00,000 

U>7,000 

1,47,500 

1,30,000 

Profit after Tax (assumed 50%) 

1,00,000 

82,500 

73,750 

65,000 

Profit to equity shareholders 

1,00,000 

82,500 

73,750 

65,000 

Profit earned on equity share capital 

5% 

5.5% 

5.9% 

6.5% 

Earnings per share 

Re. 0.50 

Re. 0.55 

Re. 0.59 

Re. 0.65 


The return on equity share capital and earnings per share are affected by 
the amount of debt employed in the capital structure of a company. Ihe 
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financial data given above ^ ow s^hisr £ laUon S h ip. £ the caseofB, 

structure as is f • tcrest anc j tax rise, the rate of return on equity 
When the earnings b at a rate faster than the growth in EBIT, but when the 

then the rate of return on equ.ty share 

capita? wUl fall at a faster rate. 

This is explained from the following financial data. 

BALANCE SHEET OF X CO. LTD., AS AT 31ST DECEMBER 1973 



Earnings in 


EBIT 

Interest on Debentures 

Earnings before Tax 
Tax (assumed 50%) 

Earnings after Tax 

Earnings Per share 
Net change in EBIT 
Net change in EPS 


1971 

1972 

1973 

Rs. 

Rs. 

Rs. 

2.00,000 

1.80,000 

X>,000 

84.000 

84,000 

84,000 

1,16.000 

96,000 

6,000 

58,000 

48,000 

3,000 

58,000 

48,000 

3,000 

Re 0.73 

Re 0.60 Re 0.0375 

— 

10% 

50% 

— 

17.8% 

93.75% 


The above statement shows that a 10% drop in EBIT in 1972 resulted in 
a 17 8% drop in EPS; a 50% drop in EBIT from Rs. 180,000/- to Rs. 90,000, 
resulted in a 93.75% drop in EPS. Suppose the EBIT in 1972 were Rs. 90,000 
and in 1973 Rs. 180,000, there would be 100% increase in EBIT resulting in 
1,500% increase in EPS. If the entire capital of the X Co. Ltd., would have 
been in the form of 2,00,000 equity share of Rs. 10/- each the respective EPS 
would have been: 



1971 

1972 

1973 


Rs. 

Rs. 

Rs. 

EBIT 

2,00,000 

1,80,000 

90,000 

Tax (assumed 50%) 

1,00,000 

90,000 

45,000 

Earnings after Tax 

1,00,000 

90,000 

45,000 
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Determination of the Indifference Point 


Levreage helps the management of a company in selecting the right type 
of capital mix. The management would like to know the income effect of 
various combinations of debt and equity. 

The critical EBIT level is the indifference point. The indifference point 
is always at the EBIT level at which earnings per share or return on equity 
share capital are the same regardless of the debt-equity combination. If either 
the capital employed or the rate of interest on debt capital is changed, the 
indifference point is changed. The indifference point may be determined by 
applying the following formula or by the use of graphic method. 


(x—B) (I—t) x (1—t) 

S, S, 

Where x = the EBIT indifference point 

Sx = the number of equity share outstanding when 
both debt and equity share capital are issued. 
S 2 =the numbr of equity shares outstanding when 
only equity share capital is issued 
B=thc debenture interest in rupees 
t=the income tax rate (say 50%) 

Solving the problem of X Co Ltd., we have: 

(x—84,000) (1—0.S0) _ x (1—0.50) 

80,000 2,00,000 

0.50x—42,000 0.50x 

80,000 “ 2,00,000 
1,00,OOOx—42,000 X 2,00,000 - 40,000x 

1,00,OOOx —40,000x = 42000 X 2,00,000 
60,OOOx=42,000 x 2 ,00,000 
= 42,000 X 2,00,000 
X 60,000 
x = Rs. 1.40,000 EBIT 


E.P.S. 


Rs. 1,40,000 
80,000 


Rs. 


1.75 


At EBIT of Rs. 1,40,000, the EPS are Rs. 1.75 regardless of the relative 
proportion of debt and equity capital. 

Continuing the X Co. Ltd., with earnings below the indifference point at 
Rs. 90,000 in 1973, it wants to grow and diversify its activities. It requires 
additional capital of Rs. 12,00,000/- to carry on its expansion plan. It is 
interested to know the indifference point before a decision can be made regard¬ 
ing the mix of additional 7% debentures and equity shares to be issued. This 
point can be calculated by expanding the above formula. 

(x—Bt—B 2 ) ( 1 -t) ^ (x-BxHl-t ) 

S, S 4 

B 1= Debenture interest in rupees on debenture already issued 
B 2 =Debenture interest on additional debt capital to be issued 
S 3 = Equity shares outstanding if debentures are issued 
S 4 = Equity shares outstanding if new equity shares are issued 
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The two important elements which must be fixed to determine the EBIT 
indifference point are: 

(1) The rate of interest to be paid on debt capital, 

(2) The total amount of funds that the company is to employ. 

Suppose that the X Co. Ltd., is able to sell the additional equity shares 
at Rs 10/- per share and issue debentures at 7%, the financing schemes would 
he to issue Rs. 12 , 00,000 of either debentures or equity shares. Undereach of 
these alternatives the proforma balance sheet would appear as follows : 


I Alternate. 7Vo Additional 

Debentures of Rs. 12,00,000 

Rs. 


Rs. 

Debentures 

24.00,000 

Assets 

32,00,000 

80,000 Equity share of 

Rs. 10 each 

8,00,000 




3,20,0000 


32,00,000 





II Alternative. Addition o/ Equity 
share of Rs. 1,20,0000 

Rs. 


Rs. 

7% Debentures 

12,00,000 

Assets 

32,00,000 

2,00,000 1 quity share of 

Rs. 10/- each 

20,00,000 

32,00,000 


32.00,000 


EBIT indifference point would be: 

(x—Rs. 84,000—Rs. 84,000) (1-0.50) _ (x—84,000) (1-0.50) 
80,000 2,00,000 
.50 (x-168000) .50 (x—84,000) 

80,000 2,00,000 
2,00,000 (0.50 x—84,000)=80,000 (.50 x -42,000) 

1 ,00,000 x-2,00,000X 84,000=40,000 x-80,000 X 42,000 
60,000 x= 16,80,00,00,000—3,36,00,00,000 
_ 13,44 00,00,000 
* 60,000 
x= 2,24,000 

x=Rs. 2,24,000 

Less 7% lnt. on Rs. 1200000 Debentures 84,000 

1,40,000 

Less 50% Tax 70,000 

Earnings after Tax Rs. 70,000 

Eps S x,oo = Re - 035 
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Financial Planning and the Importance of Indifference Point 

Financial leverage is favourable when the company can earn more before 
tax on the debt capital than it promised to pay by way of interest. It is unfa¬ 
vourable, when the company earns less before tax on the debt capital. The 
higher the rate of interest on debt capital the higher the indifference point and 
the greater must be the EBIT to be operating in the favourable leverage. If 
the X Co. Ltd., anticipates high earnings substantially above Rs. 2,24,000/- its 
management may consider raising the additional resources needed for 
expansion through the issue of debentures. However, if there existed some 
reasonable chance that EBIT could drop below Rs. 2,24,000/-, it would 
be highly desirable to reduce the debt financing, since such a drop would put 
the company in the unfavourable range. If the additional Rs. 12,00,000 were 
financed by the issue of equity shares, the EBIT indifference point would also 
be Rs. 2,24,000/-, but only after earnings dropped below Rs. 84,000/- would 
the company incur loss. The risk of financial difficulties is much less under the 
equity capital financial plan than under debt capital, if the management of the 
X Co. Ltd., expects the future earnings to fluctuate around Rs. 2,24,000/-. 
However if the future earnings are expected to be in the range of Rs. 2.50,000/- 
and upward, with no chance of falling below the Rs. 2,00,000 level, issue of 
debentures would be desirable. 


Operating leverage 

The operating costs of a company can be segregated into three categories: 

(i) Fixed costs 

(ii) Variable costs 

(iii) a mix of the fixed and variable costs. They can be segregated into 
their fixed and variable components. They are called semivariable costs. The 
fixed cost may be thought of as the fulcrum of a lever. When revenues less 
variable costs before interest and tax exceed the fixed cost, positive or favour¬ 
able leverage results. When they do not, the result is unfavourable leverage. 
Operating leverage occurs any time a company has fixed costs that must be met 
regardless of volume. It is introduced in the cost structure of the company by 
the element of fixed costs in the same way that the fixed interest charges on 
debt introduce financial leverage into the capital structure. With fixed cost 
the percentage change in profits accompanying a change in volume is greater 
than the percentage in volume. This occurrence is known as operating leverager. 
Operating leverage is the mechanism that produces for a given fluctuation in 
sales wide variations in earnings before interest and tax. The larger the ele¬ 
ment of fixed costs in relation to the variable costs, the greater the degree of 
operating leverage. 

Fixed costs/Period costs 


Costs are incurred by every business enterprise that sells a product or 
renders a sevrice. Some of these costs are fixed. They do not change with 
variations in the level of production activity. Rent of factory building, local 
taxes, insurance, depreciation on plant and machinery, factory manager s salary 
are examples. These costs are related to time and arise out of top management 
policies. They are primarily attached to production capacity and continue due 
to the existence of this capacity. They are not related to volume of production. 
They remain more or less constant in amount regardless of the volume oi 
production. . — 
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Variable costs 

Variable costs fluctuate with, and in the same manner as the volume of 
duction. Should the level of output increased by 20%, variable costs would 
Iso increase by about 20%. Raw materials, direct wages and variable over¬ 
heads are examples. These costs are directly determined by the number of 
units produced. 


Semivariable costs 


They are similar to variable costs in the sense that they fluctuate in the 
same direction as changes in volume, but not in a direct ratio. The changes 
arc less than the proportional changes in volume and frequently in steps rather 
than in a continuous manner. Thus telephone charges contain a fixed charge 
for rental and a charge for calls made. Increased use of telephone would cause 
a rise in the total charges, but would have no effect on the rental, so that if the 
usage were doubled the total account would not be. Another example may be 
cited. A supervisor may be required for 1—20 workers, whereas two are 
required from 21—40 workers. If the number of workers due to increased 
production goes up to 2 S from 20, than an additional supervisor shall be enga¬ 
ged for 5 workers only. Thus the fixed cost by engaging a new supervisor 
docs not increase in direct proportion to production. 

On the theory that factory' management and supervision has little or no 
control over the fixed costs, but has considerable control over the variable costs, 
it becomes necessary to separate mixed costs into their fixed and variable ele¬ 
ments. There are two methods of bifurcating the mixed costs. 

(1) The High-Low two-point method 

(2) The Statistical method or the scatter graph method 

The High-Low two-point method of estimating mixed costs requires the 
use of the following algebraic techinque. 


Variable rate per unit 


Change in mixed cost 
Change in machine hours 


MACHINE REPAIRS 


Volume of Activity 

Machine hours per month 

Cost 

High 

Low 

2000 

1200 

Rs. 16,000 

Rs. 12.000 

Vanahlp n<>r unit 

Rs. 16,000—Rs. 12,000 



vdiiduic taic per unn 

2 ,000-1,200 

_ Rs. 4,000 
800 



=Rs. 5/- per machine hours. 

Fixed cost component=Total mixed cost less variable component. 
At 1200 hours level of activity 


= Rs. 12,000—Rs. 5 (12,00 hours). 
=Rs. 12,000—6,000 
=Rs. 6,000/- 
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At 2000 hours level of activity : 

= Rs. 16,000-Rs. 5 (2,000 hours) 

= Rs. 16,000—10,(0* 

= Rs. 6,000/- 

Cost formula=Rs. 6000/- per month plus Rs. 5/- per machine 
hour. 

(2) Scattergraph Method 

It requires the plotting of two points. A line is fitted to the points by 
Statistical method of least squares. The intersection of the line with the verti¬ 
cal axis indicates the amount of the fixed cost—component of Rs. 6000/-. The 
slope of the line Rs. 5/- per machine hour represents the variable portion of 
the mixed cost. 



MACHINE HOURS PER MONTH 


VARIABLE 
Rs. 5 

PER MACHINE 
HOUR 


FIXED= 
Rs. 6000 


Linking of Fixed, Variable and Semi-Variable Costs 


Fixed costs have been defined as costs that do not vary with the output, 
they are a total constant amount. Looked at from the point of view of the 
number of items produced, however, the amount of fixed cost that can be allo¬ 
cated to each unit of production varies inversely the volume of output. As the 
output rises the amount of fixed cost per unit declines. Variable costs, on the 
other hand, have been defined in terms of cost per unit. For various level of 
output the cost per unit remains constant. As the levels of output rises, how¬ 
ever, the total amount of variable costs incurred rise proportionately. As 
output rises the fixed cost per unit falls, while the variable cost per unit remains 
the same. The total cost per unit of production decreases as volume increases. 
The variable cost here cannot overpower the fixed costs. The linear relationship 
between changes in output and total and unit costs for the fixed and variable 
costs portions of X Co. Ltd., products are given in the following statement: 
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With fixed costs steady at Rs. 60,000/-, the amount of fixed costs per unit 
falls as production and sales rise from Rs. 6/- per unit ta 10,000 units of pro¬ 
duction to 30 Paise at the 2,00,000 units. With variable costs per unit locked 
at 40 Paise per unit, total variable costs rise from Rs. 4,000/- at the 10,000 units 
to Rs. 80,000/- at the 2,00,000 units. Total costs move from Rs. 6.40 P. per 
unit to 70 Paise per unit over the same range that per unit fixed costs drop from 
Rs. 6/- per unit to 30 Paise per unit. The slower drop in per unit cost total 
cost is due to the inclusion of the constant per unit variable cost of 40 Paise. 

The behaviour of the three groups of cost may be presented in two ways: 

(i) Mathematically 

(ii) Graphically. 

C/=Total fixed costs 

a=the fixed cost for any level of production 
C f =a 

C*=Total variable costs 
b= Variable cost per unit 
x=Number of units to be produced 
C 0 =bx 
G-C/+C. 

Ct=a+bx 

The data can also be presented graphically. 



Earnings Variability Resulting Irom Financial & Operating Leverage i 
combination 
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KRUI** *- 

for a given percentage change in revenue as can be seen from the 
following example. 


V rn I xn 


EFFECT OF 165% INCREASE IN REVENUE ON EARNINGS 
AVIALABLE TO THE EQUITY SHAREHOLDERS 


Units sold 


Fixed costs 

Nci operating income 
Interest on Debt Capital 


Tax (50%) 

Net available to Equity shares 


300.000 

350.000 

Rs. 

Rs. 

300.000 

180.000 

100.000 

350.000 

210.000 

100.000 

20.000 

2.000 

40,000 

2.000 

18.000 

9,000 

II 

9.000 

19.000 


Increase (%) 


16§% 

100 % 


111 % 


A 161% increase in revenue is magnified to a 100% increase in net opera- 
income by the mechanism of operating leverage and further magnified to a 
ill®/ increase in earnings available to the equity shareholders by financial 
a small percentage decline in revenue can cause a large drop in net 
Available to the equity shareholders if the firm is highly leveraged. In the 
normal course it would not be desirable to finance a company with a high 
oneratinR leverage—that is, one with a high percentage of fixed costs—with 
larce amounts of debt capital. However the main consideration should be the 
stability of the revenues and whether the company can operate above the in¬ 
difference point. 
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Project Appraisal 

A comprehensive appraisal of an industrial project should cover technical 
economic, managerial and financial aspects. 9 

Technical Apprasial 

The technical appraisal of the project involves a critical study of the 
following: 3 ,c 

(/) Feasibility of the selected technical process and its suitability under 
Indian conditions; 

(//) Scale of operations and whether the same is adequate for the economic 
viability of the project; 

(Hi) Location of the project in relation to the sources and adequate avail¬ 
ability of raw-materials, water, power, fuel, transport, skilled and 
unskilled labour and in relation to the market to be served by the 
project; 

(iv) Adequacy of the plant and equipment and their specifications; plant 
layout, reputation of the machinery suppliers, balancing of different 
sections of the plant etc; 

(v) Whether the process technology is sound and up-to-date; 

(v/) Arrangements for securing technical know-how, if necessary, and 
training of personnel and labour; 

(vii) Arrangements for disposal of factory effluents and utilization of the 
by-products, if any, 

(viii) Suitability of the actual site from the point of view of the load-bearing 
capacity of the soil, 

(ix) Project Implementation Schedule. In case any PERT or CPM Chart 
has been drawn, the examination thereof with a view to judging if 
that could be considered as reasonably realistic, and 

(*) Bases of cost estimates, unit cost of production, and selling price for 
the finished product. 

In case any technical collaboration agreement has been entered into, the 
same is examined from the point of view of the experience and reputation of 
the foreign collaborators, the adequacy or otherwise of the responsibilities 
assumed by the foreign collaborators for the implementation and operation of the 
prhject, the nature and extent of the Performance Guarantee and the penalties 
for non-fulfilment of the collaborator’s obligations. 

Economic Appraisal 

The appraisal of economic aspects of a project involves : 

(a) consideration of national and industrial priorities of the project and 
its contribution to the national economy of the country ; 

(b) savings in foreign exchange or prospects of exports ; 

(c) a critical study of the market for the product or the products proposed 
to be manufactured, the existing and the future demand, the licensed 
and the installed capacity, the likely competition etc., and 

( d) scrutiny of the project in the context of Government’s import and 
and export policies and various other factors like regulatory controls, 
if any, in regard to production, prices and raw-materials. 
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Examination of Managerial Aspects 
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. i TM-nmnters form basically the core of the management, the cxmina- 
*, s managerial aspecis involves judging the background of the promoters, 
«? hLness a S nd industrial experience or the professional and technical quali- 
their busmess ' jence of t j, e promo ters. The set-up of the management is 

fi i cat ‘,°«mine d d to ensure, for instance, that the concern has got a competent and 
aUoexam to^ ^ Directors and also has with in it persons of sufficient 

standing with adequate technical, financial and business experience. 

Financial Appraisal 

Scrutiny of the financial aspects of a project involves, in the case of an 
•-tine concern, an analysis of its past working results, Balance Sheets and 
Cash Flow for the past years, and an examination of the following aspects in 

all cases : 

(i) Financial Plan ; 

(//) Capital Structure ; 

(///) Availability of other resources ; 

(,V) Projections of Cash Flow, both during the construction, and the 
operation periods ; 

(v) Projections of Future Profitability ; 

(v/) Internal Rate of Return ; 

(v/7) Debt Service Coverage and 

(viii) Projected Dividends on Share Capital. 

A sound Debt-Equity Ratio is one of the essential pre-requisites of an 

industrial project. The objective behind a sound debt-equity ratio is to ensure 

that there is a proper balance between a concern s own funds and the borrowed 
funds so that the concern is able to service both the owned and borrowed 
capital. In general, debt-equity ratio varies according to the nature and pront- 
ability of the industry to which the project belongs. 

Basic Data 

The basic data required for financial analysis can be broadly grouped 
under the following heads : 

(/) Cost of the project (whether additional or new). 

(/'/) Cost of production and profitability. 

(iii) Cash-flow estimates (sources and application of funds) during the 
currency of the loan. 

(*v) Pro-forma balance sheets. 


(i) Cost of the Project 

A comprehensive and critical review of the capital cost estimates of the 
project of a borrowing concern is necessary. The object of such a review is to 
ascertain whether the various estimates submitted by the concern are realistic 
and sufficiently flexible, whether proper arrangements have been made to secure 
various types of finance for the project taken as a whole, and whether the 
project is generally acceptable as a sound financial proposition or would require 
certain modifications before it can be entertained. In obtaining particulars of 
cost of the project, the following proforma may be useful : 



Period required f or Completion 
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Working Capital Requirements 

a oaconable proportion of the working capital which is required on a 
"should be included in the cost of the project. A safe estimate 
long-term oas , has be made having regard to the nature of the busi- 

0 f the working P ver of lts stocks and the business practices in the particular 
ness, the rare u Fof cxamp | e> the requirements of working capital will 

industry c P“ in(lustr ; es relying on imported raw materials and stores or on 
b ^ ,ar ?n,.s f agricultural commodities subject to seasonal trends in output since 
indigenous ag have iq bfi mainlain cd for a comparatively longer 

sufficient stoC nnoi ^ expcclcd that the working capital requirements would be 
P« t riod - ,l . h k ad vances and suppliers’ of short-term credits. Banks look 
fully met y . requ j remen t and do not generally advance to the extent 

full value of stocks of raw materials and finished goods, while suppliers 
° f not similarly extend credit if the current liabilities of the concern are as 
high as the current assets. 

r»f*nerallY a ratio of 2 : 1 between current assets in relation to current 
.• ksiitiM mav be considered satisfactory but a lower ratio may also be accep- 
Me in most cases because of th: difficulties of obtaining long-term capital. 



ESTIMATE OF WORKING CAPITAL REQUIREMENTS 
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(ii) Cost of Production and Profitability 

The next step is the assessment 

For this, it is necessary 10 . e ““t^i?ion^manufacture them at costs and 

tsxti'Ssz “srs,"" ns- —**—* • 

There is a general tendency to under-estimate the cost of production beca^^^ 

of which the project may appear highly attracuve iniUany 1 y important 

later to be of doubtful commercial value In . order that none £ ^ t 

The{profitability of an enterprise depends °„ the sales j^the total «™torp~ 

?hTpTysicaf 0 volume m ofsL S s a which are likely to be made not foroneyearbut 
for three or four years ahead. The volume of sales is influenced by a variety o 
[actors most important of which relate to the quality of «l»e PJodu« md gem«al 
market conditions. Sales may be valued on the basis of c^rent pncet e 
more conservatively at a lower level of prices than prevailing ^ ‘he t f 
estimation. Sales value estimated according to the second alternative w 
provide a suitable basis for this purpose A number of var, ^ b '' J a ,? tor in 

enter into the cost of production and all these point to the need for care 
preparing alternative estimates of output and revenue for each year after pro¬ 
duction is to commence. For existing concerns, the impact of the project on 
the total production, sales, earnings, etc. has to be carefully studied. 

The estimate of earnings will have to be made upto the time the unit is 
expected to establish itself in the market and reach a satisfactory level of produc 
lion at normal costs. It is particularly important that the estimates shouldl be 
worked out till the special tax benefits expire in order to assess the normal 
profitability. The following form sets out the manner in which data regarding 
cost of production and profitability may be obtained for both new concerns and 
expansion projects of existing concerns. 



COST OF PRODUCTION AND PROFITABILITY 
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Sales (indicating prices for each product 
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l„ ' e of the project as also for the repayment of the loan. 

The cash flow estimates (which may be made quarterly or half year y a 

may seem necessary) may be obtained m the following form . 
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The cash flow estimates in respect of a new concern will be on the basis 
of the prospects for the project under consideration. For existing concern, 
however, the estimates take into account the cash-flow arising from their current 
business as well as those emanating from the expansion under consideration in 
their entirety. The cash-flow estimates will show for any given period, during 
the phase of construction and for a few years subsequently, the sources of funds 
including those arising out of profits and depreciation. The will also reveal 
the application of funds for different purposes such as payment of interest and 
instalments on long-term debt. A study of the figures will indicate the ade¬ 
quacy or otherwise of financial arrangements made by the borrowing units. The 
‘debt service coverage ratio’ mentioned at the end of the statement is arrived 
at by dividing cash accruals comprising net profit (after taxes with interest on 
long-term debt and depreciation added back), by total interest charges and loan 
instalments; this will indicate whether the cash-flows would be adequate to meet 
debt obligations and also provide a sufficient margin of safety to the lending 
institution. This ratio as also the cash flow estimates would serve as an invalu¬ 
able guide to the lender for determining (1) the time when repayment of the 
loan should commence and (2) period of repayment of the loan, and imposing 
restrictions on the utilisation of funds where so warranted. In drawing up the 
terms of the loan, the principal consideration should be not to impose any 
strain on the concern and provide a reasonable measure of certainty for its 
financial viability while at, the same time, allowing a margin of safety to the 
lending institution. 

(iv) Pro-forma Balance Sheet 

There is a difference in the financial appraisal of new ventures or new 
projects and expansions of existing concerns. In the former case, assessment 
is based on estimates, while in the latter, past records and future forecasts based 
on previous performance are available and the established techniques of finan¬ 
cial analysis can be applied to facts—not to only expectations as in the case 
of new ventures. What can be learnt by such an approach may tell far more 
about the quality of management, the financial strength of the concern, the 
market situation for the project, etc., than one could know about a new project. 
It is, therefore, desirable as a first step in the financial appraisal of existing 
concerns to study their balance sheets and profit and loss accounts for the past 
five years or so. The second step would be the preparation of estimates of the 
cash-flow statements of the next four or five years. The third step involves the 
working out of the estimated balance sheets for a similar period of four or five 
years, the figures of cash-flow statements providing the link between the balance 
sheet of one year with the next. For a new project, all the necessary figures 
must come from the cash-flow estimates. The preparation of proforma balance 
sheets is facilitated to the extent cash-flow estimates are available during the 
period of the loan. The form may be used for compiling the Proforma Balance 
Sheet Estimates, which may be seen on the next page. 

As stated earlier, the cash-flow statements constitute the links between 
consecutive balance sheets and provide a dynamic picture of the concern as it 
progresses from period to period. The estimated balance sheets at different 
points of time provide the financial structure of the project as it has evolved 
and are helpful from the lender’s point of view in assessing, for example, the 
adequacy of debt equity ratio and the current ratio. These are explained in 
detail under ratio studies. It will suffice to say here that the former ratio 
indicates the balance of the capital structure as between the owned and borrow¬ 
ed funds, and the latter ratio indicates the coverage of the current obligations 
and the extent to which the business can withstand shocks by the strength ot 
its liquid assets. Both these considerations are of major importance to the lend¬ 
ing institution and as such may be useful for prescribing restrictive convenants, 
if necessary, in the loan agreements. _ 
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No term lending institution can afford to ignore a comprehensive finan¬ 
cial appraisal, except at its own risk. There may be a tendency to examine 
merely the latest balance sheet and profit and loss account of a concern and on 
the basis of some profit appearing in the accounts to take a favourable view 
on the loan proposal In other words, there may be a temptation to appraise 
term loans, applying the criteria adopted for short-term loans; this, however, 
must be scrupulously avoided. Whereas investigation of the means and inte¬ 
grity of the borrower may suffice for short-term accommodation, for term 
loans, it is essential for the lender to make sure of the viability of the proposed 
project i e., technically, economically, financially and managerially. A banker 
providing short-term loans for working capital has to ensure, for example, that 
the loan will be repaid from the sale proceeds of the products for the manufac¬ 
ture of which raw materials, etc., are purchased with the help of the loan. In 
case of default, the loan can be readily realised by the sale of goods which 
normally have a ready market. But in the case of industrial loans against fixed 
assets, recovery is to be expected only out of profits earned from the used of 
the fixed assets and not from their sale, which do not ordinarily have a ready 
or regular market. No lender can, therefore, afford not to examine the essen 
tial requirements of a term loan, in the proper perspective 

Minimum Financial Criteria 


Term lending institutions have to critically analysis the data obtained from 
the borrower to ensure that the projects meet the following minimum financial 
criteria; 

1. The estimated cost of the project is reasonable and complete and has 
a fair chance of materialising. 

2. The financial arrangement is comprehensive without leaving any gaps 
and ensures cash availabilities as and when needed. 

3. The estimates of earnings and operating costs are as realistic as circum¬ 
stances permit. 

4. The borrower’s repaying ability as judged from the project operations 
is demonstrable with a reasonable margin of safety. 

Ratio Studies 


In the financial statements (balance sheet, profit and loss account and cash¬ 
flow statements) over a period of years, one can study the trends or patterns 
in financial structure, and inter-relationships between financial facts. The study 
of past financial pattern usually provides the basis for projection regarding the 
future and enables one to focus attention on the inter-relationship of certain 
items or a group of items with certain other items or groups of items so as to 
pin-point the weaknesses, if any, in the financial position. Keeping the purpose 
of the study in view, the appraisal will have to be confined to items of major 
significance. Ratio studies are regarded as an essential part of the equipment 
of the financial analyst. Ratios are useful as indicators, but they suffer from 
the inherent limitation that when there is a variation in them over a period of 
time, it will not be possible to say without reference to the basic details whether 
the change has been brought about by either one of the factors or both. At 
best, they indicate the possible weaknesses calling for further investigation in 
the proper direction. 


Funds Flow Analysis 

Information about the sources from which a Company obtains funds and 
the uses which such funds are put, may be useful for a variety of purposes 
affecting both operating and investment decisions. It is a fact that no mlor- 
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Chapter XIX 



0 / MA RGINAL COSTING i 

^Concept of Marginal Costing : 

* Under the ordinary costing system the cost of a unit of product or service 
is ascertained by putting together the various elements which constitute such 
cost and dividing the total cost by the number of units produced. These 
elements are :— 

(1) Process material 

(2) Process Wages and 

(3) Overheads. 

These costs which are clubbed together to ascertain the average cost per 
uhit are hetrogenous in character. Most of them fall within the ambit of direct 
costs and others are indirect costs. The ascertainment of the average cost per 
unit does help the management in providing information upon which estimates 
and tenders are made. Price may be adjusted, when cost is known, to meet 
"market conditions, so as to ensure that no orders are lost through prices being 
unduly high or losses incurred through tendering price which is too low to be 
remunerative. This system of costing helps the management to a limited extent, 
because it fails to establish a relationship with the volume of production. This 
deficiency can be overcome by a further classification of cost on the basis of 
behaviour. Those elements of cost which vary to the same extent and also in 
the same direction as the volume of production, can be segregated. Such costs 
are called variable costs. Other costs which are not related to the volume of 
production and are not affected by the units produced, e.g., factory rent, 
salary of factory manager are referred to as fixed costs or period costs. They 
will remain the same for a specific period, whether the business is manufacturing 
one unit or one thousand units a month or year as the case may be. Such 
elements of cost tend to vary with time rather than activity level. 

Economic Concept of Marginal Cost 

If a definite output is taken then the marginal cost is the amount 
(variable cost) by which total cost changes as a result of producing one unit 
more or one unit less. 

According to accounting concept, marginal cost consists of the following 
elements of cost per unit : 

(i) Direct material 1 n . . 

...( , 1-* Prime cost. 

(n) Direct wages J 

(iii) Variable overheads, in whichever functional area they may be 

located. 

These concepk^an better be understood by taking an example. If the 
output of X product^er month is 500 units, the variable costs per unit are 
Rs. 6/- and the total fixed costs for the period are Rs. 1,000/-, the following 
results will take place .V— 
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Volume of output during the month 


Variable costs : 
Direct Material 
„ Wages 
Variable overhead 

Total 

Total Fixed Costs 


500 XRs. 3=1500 
500 XRs. 2=1000 
500 XRs. 1= 500 


Total cost 


500 Units 
Rs. 


3000 

1000 

Rs. 4000 


if production is increased by one 
following results will take place : 

Volume of output during the 
month 


unit or decreased by one 


Units 

501 

Rs. 


Variable costs: ‘ Rs ’ 

Direct Material 501 X Rs. 3 - 1503 
Wages 501 XRs. 2=1002 
Variable overheads 501 X Rs. 1= 5(H 


499XRs. 3+1497 
499 X Rs. 2= 998 
499 X Rs. 1 = 499 


Total 
Total fixed cost 

Total costs 


3006 

1000 

4006 


unit the 

Units 

499 

Rs. 


2994 

1000 

3994 


Deduct total costs for output of 
500 units 


4,000 


4000 


Rs. 


Rs. 


Marginal cost of one Unit 

I£m^^ 

segregating bccL^ they also 

contain elements of fixed cost. 

wmmm saass 

to production. 

n is yrasras 

They are primarily attached, to product.oncapac.ty and contmue, due to the 
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existence of this capacity. On the theory that factory management and suner- 
vision has little control or no control over the fixed costs, but has con- 
siderable control over the variable costs, it becomes necessary to seDarati* 
mixed costs into their fixed and variable elements./ There are three methods 
of bifurcating the mixed costs :. 1 as 


(1) The High-Low two-point method 

(2) The Scat ter graph chart 

(3) Method of Least Squares 


The High-Low two-point method of estimating mixed costs requires the 
use of the following algebraic technique. Past records are used to determine the 
appropriate cost at two different levels of activity. 

Variable rate per Unit : Change in mixed cost 

Change in machine hours 


MACHINE REPAIRS 


Volume of activity Machine hours per month 

Cost 

Rs. 

High 

2000 

16000 


Low 

1 

1200 

12000 


Variable rate per unit= 

Rs. 16,000-12,000 
2000-1200 




=Rs. 5 per machine hour 


Fixed cost component 

At 1200 hours level of 
activity 


At 2000 hours level of 
activity 


=Total mixed cost less variable component. • 
= Rs. 12000—(Rs. 5X1200 hrs). 

=(Rs. 12000-6000) 

= Rs. 6000 

= Rs. 16000—(Rs. 5X2000 hrs) 

= (Rs. 16000-10000) 

=Rs. 6000. 


The fact that only two points of activity are taken, implies that the past 
records are incapable of supplying further information. If low and high figures 
are taken there are greater chances of the occurrence of error. It is very 
unlikely that a business will normally operate at such a low capacity as 104 , 
because it would soon go out of existence. Due to this reason there may be 
difficulty in ascertaining the low figure. It would be desirable to take two points 
which are within the normal range of activity, rather than two extremes neither 
of which is ever reached in normal course. 
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Scattergraph Chari 

The procedure for preparing a regression chart is explained 

MI XED COST OF POWER FOR 6 MONTHS FROM JULY-PECEMB ER 


Volume of Production 



1 Prepare a schedule of volume of production and cost for specified 

ocriod with a break up for each month as above. 

I AWWCISS 

terms of hours. . , . 

f„Ss n ought w be narrow'when targefigures are being dealt with, the Cass 
interval may be increased. 

wher^the^b«o*meet me ln°t?ds way'subseq^ie^ ninths will be dea„ with til. all 
the points have been plotted. 

5. Draw a straight line through the poinU dotted, or throu^t * h * 

ssnar*=3-=? sa ixsrersws 

regression line. 

The point where the regression line intersects the vertical axis »s Uken to 
be the fixed cost. Here it will be Rs. 850/-. We can now s egregate the variable 
costs from the total mixed cost. At 1800 units of production the 
mixed cost is Rs. 2000. From this deduct the total fixed cost (2000-850). 

The balance of Rs. 1150 shows the total variable cost. Therefore the variable 


.. .... Rs. 1150 

cost per unit will be R$ 1800 


: 64 paise per unit. 


1\J. TUUU 

For any level of activity the cost equation would be FC+(U X VC) 
FC=Fixed Cost 
U =Units of output 
VC=Variable cost per unit. 
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For an output of 1000 units the cost would be Rs. 850/-+(1000x 64P) 
= Rs. 850+Rs. 640=Rs. 1490. For 2000 units the cost would be Rs. 850 
+ (2000X64P)=Rs. 850+Rs. 1280=Rs. 2130/-. 



Method of least Squares : 

The illustration used for scattergraph chart is continued. 


Power Cost 

O') 

Production 
in Units 
(AT) 

(X 2 ) 

(. xr) 

Rs. 




2800 

3000 

90,00,000 

84,00,000 

2500 

2800 

78,40,000 

70,00,000 

3000 

3200 

1,02,40,000 

96,00,000 

* 

2000 

1800 

32,40,000 

36,00,000 

2100 

1900 

36,10,000 

39,90,000 

3200 

3500 

1,22,50,000 

1,12,00,000 

15,600 

16200 

4,61,80,000 
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The following steps are to be taken : 

(i ) Calculate the monthly average output [ -33- ) 

(ii) Obtain the monthly average cost (-jf- ) 

and the average of their total taken : ) 

( iv) Multiply each month units by ^the corresponding cost and find the 

monthly average of the total ( N " ) . 

By applying ih® following formula variable dements o f cos* can 

- (xY)-(Y)x(x) 

VC— z^*)—(x)* 

For calculating the fixed element of cost the formula used is : 

FC=(x) — {VC X (Y)} 

Note : Naughts have been dropped in making calculations. 

Sx __ 162 _27 

N 6 

X*=27* =729 

=26 

N 6 

=769.7 

N 6 

1 =729.8 

N 6 

The variable element is found as shown below : 

72 9.8—(26 X 27) _ 27J* 

Vc - 769.7-729.0 40.7 

= 68 per unit 

The fixed element of cost is calculated as follows : 

FC=27 —68 PX26 

= 27 -w x26 

= 27-17.68=9.32 

Add the naughts dropped FC=Rs. 932 

If we compare the result obtained by means of the regression chart with 

and undenthe method of least squares it is 68 P. 

costing assumes that the excess of senmg price over vanable costs 
orovides a fund to meet the fixed costs and leave profit for the enterprise. This 
difference between the sales value and the variable cost of sales is : ; 
bution. Contribution consists of fixed costs plus profits When the contribution s 
just sufficeint to meet the fixed costs, then at this level of output the business is 

• 
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breakeven because neither profit nor loss occurs. Production in excess 
IwlThT ° t ? re u k ' even ' results in a prefit equivalent to the excess unifs 
put k less y ,han C Z. r n P f ! “"[*• Convers ely, a loss is sustained if out! 
unUs'muItjplied'by'the am ° Uming ,0 the sho "- fa " of 

rJ^;J he P ur P° se of . mar S inal costing is to assist management in making 
decisions in the running of a business. It is extremely useful when making ? 
decision concerning the quantity and price at which a product should be 
sold^ 

o . A fi t r, P ‘ s se JJi"8 X P^duct, whose variable cost per unit is Rs. 10/- and 
fixed cost is Rs. 6000/-. It has sold 1000 articles during one month at Rs. 20/- 
per unit. Market research shows that there is great demand for the product if 
the price can be reduced If the price can be reduced to Rs. 12.50 per unit it is 
expected that 5000 articles can be sold in the expanded market. The firm has 
to take a decision whether to produce and sell 1000 units at the rate of Rs 20/- 

£ r l ?o P //? ducC and sel1 for the S rowin S demand of 5000 units at the rate of 
Ks 12.50. 


Output per month 

1000 articles 

5000 articles 

Estimated sale price 

Rs. 20 

Rs. 12.50 


Rs. 

Rs. 

Sales : 

20,000 

62,500 

Variable cost @ Rs. 10 

10,000 

50,000 

Contribution Margin 

10,000 * 

12,500 

Less : Fixed cost 

6,000 

6,000 

Estimated profit 

Rs. 4,000 

Rs. 6,500 


The firm can earn greater profit by selling 5000 units even at a reduced 
price, because better capacity could be utilized and the impact of fixed cost is 
per unit is therely reduced. 

When cost behaviour is the focus, profit & loss account may be construc¬ 
ted on contribution margin approach in addition to the traditional approach. 
Prepare a contribution profit and loss statement and a traditional profit and loss 
statement of a company for the year ending 31st December, 19—from the 
following particulars : 




.‘a 


Variable selling expenses 


(in millions) 
Rs. 

150 

15 


Variable administrative 

expenses 12 

Fixed Selling expenses 20 

Fixed factory overhead 5 

Direct labour 20 

Direct material used 50 

Fixed administrative 

expenses - 5 


Assume that there are no beginning and end inventories. 
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Contribution Profit and 
Loss Statement for the 
year ending 31st Dec. 


Sales 

Less Variable Expen¬ 


ses 


Rs. 

50 

20 


Direct material 
Direct labour 
Variable factory over¬ 
head 

Total variable manu¬ 
facturing costs 

Variable 

Administration exp. 

Selling exp. 

Contribution Margin 
Less Fixed Expenses : 

Fixed factory over¬ 
head 

Fixed Administrative 
expenses * 

Fixed selling expenses 20 


75 


12 

15 


10 


Rs. 

150 


102 

48 


Traditional Profit and 
Loss Statement for the 
year ending 31st Dec. 


Sales 

Less : Manufacturing 
cost of goods sold 

Direct material used 
Direct labour 
Variable factory over¬ 
head 

Fixed Factory overhead 


Gross Profit 


Rs. 

50 

20 


10 


Less: Admn. expenses 

Variable 

Fixed 

Selling expenses: 
Variable 
35 Fixed 


12 

5 


20 


Rs. 

150 


85 

65 


17 

15 

35 

52 


Operating profit 


13 Operating profit 


Rs. 13 


In the case of traditional profit and loss statement, costs which are of 

assn srsa^StSS- 1 ?^-*. 

and sales. The contribution profit and loss statement meets the requirements of 
management. Here costs are classified on the basis of their behaviour A direct 
relationship is established between the output and variable costs. Fixed costs 
provide capacity and are incurred for a long time. If greater capacity is utilized, 
their impact on cost per unit will decrease. If lesser capacity is used then the 
impact of fixed costs per unit will increase. But in the case of variable cost 
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they remain the same per unit irrespective of production, although total variable 
costs do undergo a change depending upon the volume of production. 

A Comparison between Total Cost Accounts and Marginal Accounts : 

Illustration : 

A Company manufactures a single product. The data given below relate 
to the six months ended 30th June, 19— and to the following six months ended 
31st December, 19—. 

Jan—June 

Units produced 60,000 

Units sold 30,000 

Variable costs per unit Rs. 1/- 

Fixed costs Rs. 50,000 

Level of activity per annum : 

Units to be produced 2,00,000 

Variable costs per unit Rs. 1/- 

Fixed costs Rs. 1,00,000 or 50 paise per Unit. 

The Selling price is Rs. 2.50 per Unit of finished product. There was no 
stock of finished product in the beginning of the year. 

Prepare profit and Loss Accounts : 

(i) Total Costs form 

(ii) Marginal Costs form. 


July—Dec. 

16,000 
46,000 
Rs. 1/- 
Rs. 50,000 


Profit and Loss Statement under Total Costs 
Method for the year ending 
31st Dec. 19—. 



Jan. — June 

July-Dec. 


Units Rs. 

Units Rs. 

Sales @ Rs. 2.50 

Stocks : 

30,000 75,000 

46,000 1,15,000 

Add closing stock 

30000 units @ Rs. 1.50 

45,000 

— 

1 ,20,000 

1,15,000 

Less : Opening stock 

30000 units @ Rs. 1.50- 

— 

45,000 

1 ,20.000 

70,000 


Less : Cost of production 

60000 @ Rs. 1.50 per unit 

90,000 

24,000 

16000 @ Rs. 1.50 per 
unit 

30,000 

46,000 

Adjustments for Fixed 

Costs :— 

Less under recovery 

40000 units @ 50 P. 

20,000 


Less : under recovery 

84000 units @ 50 P. 


42,000 

Profit 

Rs. 10,000 

Rs. 4,000 


==== = = 

= = = = 
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Marginal Profit and Loss Account for the 
Year ended 31st Dec. 19 . 


Sales at the Rate of Rs. 2.50 
per Unit 

Less Variable costs 

Re. 17- 


Contribution Margin 
Less : Fixed Costs 


Contribution Ratio 


Jan.—June 

Units Rs. 

July- 

Units 

-Dec. 

Rs. 

30,000 75,000 

46,000 

1,15,000 

30,000 


46,000 

45,000 

50,000 


69,000 

50,000 

Loss : Rs- 5,000 

Profit Rs. 19,000 

60% 


60% 


1 Total costs method : 

Both the six-monthly pMi-pf of R,, 10.000 and RsM.000 
period. 

2. The costs are the costs of production and not of sales. 

Marginal profit and Loss statement: 

This method reveals what has been earned from sales during each period, 
but it does no, reaveal what has happened regardmg products. 

» jows a loss of Rs. 5000 was— month, ^ 

Wtho^ghTlatte^rho^.much impfoved position so far profit is concer- 

for building total costs system, but its objective 's difTcrenp In the case ot 
marginal costing the emphasis is on the classification of costs an the basis ot 
their behaviour, while in the total costs system the objective is to ascertain the 
average total cost per unit. 

Cost-Volume-Profit Analysis 

The modern approach to the study of management concentrates on deci¬ 
sion making. Because a firms profits (or losses) are determined by the relat on 
ship between the total of volume sales of and total costs, the managena 1 decis.oias 
of interest to us are those, which affect revenues and costs. Most decisions a 
manager makes do, of course, affect these two figures. 

A Manager’s major responsibility is to carry on profitable operations 
Unless the operations are profitable his firm will not survive. The amount ot 
profit his firm makes is the one most important measure of the firms penor- 
mance. Is there some way for a Manager to determine m advance and with a 
reasonable degree of accuracy, the effects certain decisions might have on total 
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whnt mfnkH l ° la C0StS u Is somc dcvice which win throw some 
rof. 5» hl ha j p ? to P rofit fi « ure if a certain course of action is 
t~ost-Volume-Profit analysis does provide one, such managerial tool. 


light on 
adopted ? 


Cost-Volume-Profit Relationships 


v«r-. cx P ect * his revenue for ,he V ear (his income from 

year s sales) to be large enough to cover or to take care of four items : 

^ 1* the costs of producing the products he makes ; 

2 . the costs of marketing those products ; 

?? 3. the general costs of administering the firm ; 

4- the amount of profit he hopes to make during the year. 


the 


Wholesalers and retailers differ from manufacturers in only one respect 
They buy rather than manufacture the items they sell. Sellers of services arc 
equally at the mercy of the revenue-cost relationship. 

For manufacturers, wholesellcrs, for retailers and for sellers of services 
total revenue is expected during most years to equal or to be greater than total 
costs. Whenevers total revenue just equals (1) Cost of goods manufactured o 
bought; plus (2) cost of marketing those goods, plus (3) administrative costs of 
a general nature, then the firm has neither earned any profit nor incurred anv 
loss. It has just broken even. In this situation the firm can be said to have 
operated at the break-even-point. 


The break-even-point, then is the volume or level of operation at which 
tota revenue and total costs are exactly equal. Had the firm operated at a 
level higher than this point, had it sold just one more item, the firm would 
have shown a profit. Conversely, had the firm operated at a level lower than 
it did, had it sold just one item less, there would have been a loss for the 
period. 


Volume or level of operation can be expressed in three ways : (1) as the 
number of units of product manufactured or sold (2) as the rupee volume of 
sales (3) as a percentage of plant capacity, being utilized. Revenue of course, 
is the number of rupees of income from sales. 

Cost-Volume-profit analysis applies not only to projections of income, 
but is relevant to all decision making areas. It is useful in product decisions! 
pricing, selection of channels of distribution, make or buy decisions, determi¬ 
nation of alternative production methods, capital investments etc. Cost- 
volume-profit analysis represents the basis for establishing the variable budget 
and thus is a valuable tool for planning and control. 


Variability of costs 


Cost-Volume-profit analysis depends upon a careful segregation of costs 
according to variability. Costs seldom fit into the theoretically neat categories 
of completely variable or completely fixed, nor indeed are variable costs always 
perfectly variable or fixed costs perfectly fixed. 

Fixed Costs are relatively fixed and for limited periods of time. In the 
long run, all fixed costs become variable. Even in short periods of time, the 
replacement of machinery or other assets with more expensive substitutes 
raises fixed costs. The fact that firms are less apt to discharge with small 
decreases in volume than they are to employ additional workers with increases 
in volume obscures the distinctly fixed or variable nature of labour costs. 



marginal costing 

relationships to increase but at a declining; rate. 

&c oroduction rises, power cos rniirv At higher volumes, quantity 

SSS* 4'ee of comjnited^n*usage C o' C service 

computing it for income determination purposes. 

Determining the Variability of costs 

.n order to ^e-mme the variabUity 

the various elements of production cost fluently are too broad and 

must" be" adjurted 8 for price fluctuations and for known changes m operatmg 
COn , o f'* he m' with a^varlaWe'base'' Xt'Sat^eas^S 

ss 

measuring the var, ^ D ' ^ . h vc a c l 0$c correlation with sales because of 

costs, these methods arc seldom used in practice. 

Underlying Assumptions in the Use of Costs-Volume-Profit Data for Profit 
Planning and Cost Control: 

While the cost-volume-profit data provide management with a useful 
device for planning and control, these data should not be regarded as a^P ease 
tool. Cost-volume-profit data are based upon certain assumed conditions 
which rarely can be realized completely in practice. 1 he analyst must be aw a e 

of these limitations and should be prepared to interpret the data according y. 

Some of these basic assumptions are : 

1. That the actual sales mix will conform to the predicted mix. A large 
diversified company generally sells many product lines with varying profit 
margins. The relationship between over-all costs and profits is oepenaent 
upon the ability to forecast sales volume for each product line with a reasonab 
degree of accuracy. 

2. That the selling prices of products do not vary at different levels of 
activity. If it becomes necessary to reduce prices or offer discounts in orQjtio 
attain greater sales volume, the cost-volume-profit relationship will be allectcd. 
Normally, the assumption made is that product prices will remain constant 
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during the period covered and that they will not vary from one level of activity 
to another, 

3. That the productive capacity of the plant will remain relatively constant. 
An expansion of facilities will affect the relationship between cost, volume, and 
profit. 

4. That the efficiency of the plant will be as predicted. The use of lower- 
cost substitute materials, the replacement of hand operations by machinery, 
and similar cost reduction programmes clearly affect the relationship between 
costs and profits. 

5 That materials prices and labour rates will not vary significantly from 
the data on which the cost-volume-profit projections are based. 


6 That the variability of costs will adhere reasonably closely to the 
predicted pattern. In this connection, it should be mentioned that break-eye,« 
charts assume that a variable cost is perfectly variable regardless of 'he level of 
activity. Some economic theorists assume that the efficiency with which the 
variable input factors are utilized decreases as a firm approaches full capacity. 

The analyst who attempts to project or to interpret cost-volume-profit 
data without an awareness of these basic limitations may be lured into un¬ 
warranted conclusions. While the past contains elements for predicting future 
behaviour, it would be unwise to assume that patterns of the past automatically 
will continue. Each element in the analysis should be examined carefully m 
regard to probable future trends, the past serving merely as a guide. 

A charcteristic of all forecasting is that the longer the future time span 
involved, the less reliable past data become as a basis for prediction Long- 
range cost-volume-profit projections evoke such basic considerations as the 
development of new product lines, expansion of existing facilftes.change* m 
product mix and prices, and changes in cost trends. The analyst also must 
use caution in applying cost-volume-profit data based on over-all company 
operations to specific segments of the business. Generally, this type of data is 

most useful when prepared for smaller sectors of the business such as product 

lines and plants, where greater homogeneity of data exists. 


Presentation of Cost-volume-profit data : 

a forecast; 1 o' ^t.^« prated asTown 

?n S3KJ 1 ° £ wm Uthe'practica' 

STffth?'cJMn"wBX'SS ma y be expected to operate. 

The variable warehouse and shipping costs in Exhibit ' oooiTinclided 

cos's is S .ndud“ed a rth B e Jotal fixed factory overhead of Rs. 70,00,00 . 

SS/ 

/ . 


EXHIBIT! 

Forecast of Revenue and Costs at Different Sales Volumes 
(in thousands of rupees) 
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capitaHnvestment will be at varying leve.s of act.v.ty. 

)evil 

fnd U p e ar«ly S va“abi? th A S amount of cassis requir^dtven when the plant 

tSjs sj&sa? snssesrs safsis 

requirement is 12.5 percent of sales. 


Break-even analysis 

Of'he break-eien point i.e. th?level of activity at which the mcome from sales 
is just sufficient to cover all costs. 

The determination of a firm’s break-even point supported . b y related 
volume selling price and cost analysis is an important aid in anticipating and 
mietiia current problems. It involves techniques of assembling, coordinating 
?nd inferpreting P quantitative production and distribution data to assist manage¬ 
ment 'giving at informed decisions It is the responsibility of the cost 
accountant to derive and summinze such data for top management. 

To illustrate a simple break-even chart, it is assumed that management 

of X Co Ltd., is budgeting its sales and production costs for the year on an 
estimated sa.es’volume of 1.00.C00 units of a product. . With the related budge¬ 
tary and unit information as it is given in the following illustration the break¬ 
even point and various levels of volume are presented. 

X Co., Ltd. 


(Production Capacity Budgeted Income Statement for the year 

1,40,000 units) ended 31st Dec. 19 . 


Sales 1.00,000 @ Rs. 20. 


Costs 

Variable 

Fixed 


Rs. 

Rs. 

Direct material 

450,000 


Direct Labour 

750,000 


Manufacturing overhead 

160,000 

100,000 

Administrative expenses 

73,200 

28,000 

Selling expenses 

90,000 

108,000 

Total 

1523,200 

236,000 


Rs. 20,00,000 


17,59,200 


Budgeted net income: 


Rs. 2,40,800 
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This information is shown graphically in the chart. In this chart, the 
following procedure is used: 

(i) The vertical scale is expressed in rupees and indicates the fixed and 
variable costs and revenue. 

(ii) The horizontal scale is used to indicate the volume or level of activity 
and may be expressed in terms of rupee, volume in units, percentage of capacity 
direct labour hours, or some other suitable index of volume. In the chart the 
base area is representative of fixed costs and indicated by drawing a line parallel 
to the base scale, since fixed costs are the same regardless of the volume. Thus 
fixed costs are a rectangular base supporting a wedge of variable costs. The 
sales income line must be drawn from the point where there are no sales (zero 
intersection of horizontal and vertical scales) to the point where there are 
Rs. 20,00,000 in sales. Where the total cost (cumulative effect of the fixed 
and variable costs) and the sales income lines intersect, that is the break-even 
point (the volume of sales at which there is neither a profit nor a loss). 

In studying an analysing the statement and chart, it should be noted that 
it is necessary to have costs and expenses, grouped into fixed and variable. If 
an expense is a mix of the two, it must be segregated into its variable and fixed 
components as already explained. 

To illustrate the computation of the break-even point on the basis of sales 
volume, the statement previously used is presented in a condensed form, viz, 


Rs. 

Sales income (1,00,000 @ Rs. 20) 20,00,000 

Total variable costs 15,23,200 


100 % 
76.16% 


Marginal income 
Fixed costs 


4,76,800 23.84% 

2,36,000 11.80% 


Net income 


2,40,800 


12.04% 




495 


marginal cosriNG 

interoreting this information, it is observed that: 

T™ “* « 10 “'- “ "23“ ” i,b " 

if «h**re is no production these costs will not be incurred. 

1 ,i) r s 23 84 out of every Rs. 100/- of sales is left to meet the fixed cos s. 

These costs will be incurred whether or no. there ,s any product,on ^ 

fix ed mUSt ^ 

MM W *M* U. X, - *• MM* 

. , Rs 9 89 932 represents the amount of sales which will res “ 11 

i n just^brealc-even.' ^Any'amount of sales above this should produce a profit. 
However, these conclusions assume that 

, Anv changes in sales volume will not affect the price per unit. 

2 That the fixed costs in total will be the same for all volumes. 

3 That variable costs will vary in direct proportion to sales volume. 

The algebraic treatment of cost, volume profit analysis is simple. 


Let TR 

=Total revenue in rupees 

TC 

^Total cost in rupees 

TVC 

=Total variable costs 

TFC 

= Total fixed costs. 

X 

—Volume or output in units. 

P 

=Selling price per unit in rupees 

V 

= Variable cost per unit in rupees 

BEP 

= Break-even point. 


Now total revenue must be equal to the volume in units multiplied by 
the selling price per unit. TR=xp and total cost must be equal to total 
variable costs plus total fixed costs : 

TC=TVC+TFC or TC=vx+TFC 

To determine the BEP in units, simply equate TR to TC and solve for 
th e vllume figire. For example, assume TFC ^ 10 ^ 0 ° for the year 
V amounts to Rs. 2 and P is Rs. 4. Setting up the equation TR-TC we get 
(Rs. 4) = Rs. 10000+x(Rs. 2) 

Rs. 2x = Rs. 10000. 

x=5000. 

Then 5000 units multiplied by Rs. 4 give the BEP in rupees : Rs. 20,000. 

The following formulas can be used for calculating BEP in units, in rupees 
and in percentage of capacity utilized. 

• TFC 

1. BEP units 

2. BEP 



TFC 


3, BFP % capacity (p—v)(total capacity in units) 


x 100 %. 
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Illustration 


Estimated sales for the year are valued at Rs. 100,000. Each unit sells at 
Rs. 10 each. The variable costs per unit of finished product is Rs. 8. Total 
fixed costs for the period are Rs. 10,000/- 

The break-even point in : 


(i) Units 

(ii) Rupees 


Rs. 10,000 10000 .. 

(Riri0---Rr8j- == — =5000 umts. 


Rs 10000 

-f. 


Rs. 10 , 000 x— .Rs. 50,000. 


(m) BEP% capacity ( p - v ) (total capacity in Units) * 100) 


Rs. 10,000 

(10-8) (10000 units) 1UU/0 


10.000 

2 

50%. 


10,000 


x 100 


Fixed costs are Rs. 10,000/-. This point is located on the vertical axis. 
Now assume that at 75% of capacity, total revenue is Rs. 75,000/- and total 
costs (total fixed costs Rs. 10000+total variable costs Rs. 60000 (7500 units 
X Rs. 8/- per unit) are Rs. 70,000/- The total revenue figure of Rs. 75,000/- and 
the total cost figure of Rs. 70,000/- are spotted on the vertical line that marks 
75% capacity on the horizontal line. Now a line is drawn from the origin 
through the total revenue spot (Rs. 75,000/-) and another line is drawn starting 
from the fixed cost spot (Rs. 10,000/-) going through the total cost spot 
(Rs. 70,000). The intersection of these two lines determines the break-even 
point. The figure is 50% of capacity. 


Three variables affecting profits 

Total rupee profits for a firm are determined by the interactions of revenue 
fixed costs and variable costs. Thus each of these developments can cause a 
change in the profit figure. 

(1) A change in the selling price of each unit or in the number of unit 
sold. 

(2) A change in the total of fixed costs. 

(3) A change in the variable costs per units. 


Illustration 


The following particulars relate to a Company: 



Rs . 

Later assumptions 

Rs. 

Selling price per unit 

1,000 

Selling price per unit 

900 

Variable cost „ „ 

500 

Variable cost „ „ 

400 

Total fixed cost 

30,000 

Total fixed cost 

40,000 

Profit at 80 units Volume 

10,000 

Profit at 90 units Volume 

5,000 

BEP in units 

60 

BEP in units 

80 
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Product The purpose of this price cut is to increase sales volume. 

Now make three assumptions: , . . ..... 

(it Assume that the new machine will increase fixed costs by Rs. 10,000 
Urge® because it will increase depreciation charges. 

(ii) Assume a drop of 20% in variable costs, largely because of cuts 
' the number of production workers, 

(iii) Assume a 10% reduction in selling price of the product. 

_ r . . .. rh^npes on the grap 1 with broken lines. The new fixed 
. ,l°UF P n is Rs 40000 (Rs. 30000 +Rs. 10000). The new variable cost 
cost total (FC ) . j css 20° o ). The equation for the total cost line 

bSomes TC =T. 40000+Rs. 400 x. These relationships are shown by broken 

lines on the graph. 

See what these changes do if they are made at a time when 80 units of 
j tu* vnlnmp or outout figure. Revenue which has been Rs. 80000/- 

Sow drops by 10% to Rs. 12000?-. The variable cost total which has Rs. 40,000/-, 
now ar°PS °y /o 000/-. The fixed cost total which has been 

Rs W 30000/- now rfses by Rs/10,000/- to Rs. 40,000/. At this point what has 
hannpnpd that BEP has gone up from 60 units to 80 units. Revenue is 
Rs P 7costs a? e Rs. 7 P 2,000 (Rs. 32,000 Rs. 40,000). 

But the 10% reduction in selling price was intended to cause an increase 
in the number of units sold. Suppose the sales department^predicts that the 
reduction will cause the volume or output figure to rise from 80 units to 90 
units What will be profit position of the company look like then? Before any _ 
of the changes (fixed costs variable costs, selling price) the company s profit on 
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80 units was Rs. 10,000/-, shown on the graph. At the predicted volume of 
90 units, the company’s profit would be Rs. 5000/- shown by the broken line. 
Thus it hardly seems likely that the company would make the changes 
described. 

Multiproduct Manufacturer : 

So far the examples have been limited to a manufacturer producing a 
single product or a retailer selling a single type of product. Most manufacturers 
make more than one type of product, similarly most retailers sell many types 
of products. 


A manufacturer makes and sells tables, lamps and chairs. The variable 
cost figures have been obtained from the costing department, the sales volume 
break-up comes from the sales department records. 


Product 

Selling price 
per unit. 

V:C. per Unit 

Percentage of 
rupees sales 
volume 


Rs. 

Rs. 

% 

Tables 

40 

30 

20 

Lamps 

50 

40 

30 

Chairs 

70 

50 

50 


Capacity of the company : Rs. 150,00,000 total sales volume. 
Annual fixed charges : Rs. 20,00,000 

Each table contributes Rs. 10/- for fixed cost and profits. 

Each lamp contributes Rs. 10/- for fixed cost and profits. 

Each chair contributes Rs. 20/- for fixed cost and profits. 

Converting these to percentages of selling prices, we have : 


Table 

Rs. 40-Rs. 30 

v inn— 

Rs. 10 

v inn 0 / 

_?<o/ 

Rs. 40 

A 1UU — 

Rs. 40 

A 1UU /o 


Lamp 

Rs. 50-Rs. 40 
Rs. 50 

■X100% 

Rs. 10 
Rs. 50 

x 100 % 

=20% 


Chairs — S - 7 ° * s - SQ x 100 % x 100% 


Rs. 70 


Rs. 70 



The formula used is : 


Contribution 


Selling price—Variable cost 
Selling price. 


x 100 % 


Now we multiply each of the contributions by the percentage of sales 
volume for the particular product and then add the figures. What we get is the 
total contribution per sales rupee for the tables, lamps, and chairs. 
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Tables 

Lamps 

Chairs 


Contri bution 

25% 

20 % 

28% 


Percentage of sales 

20 % 

30% 

50% 

Total 


25 % 


for overall sales rupees 

product 'safeVm'* Here sa.es are taken for 2 weeks . Rs 

2l00 tablesx Rs- £ JgJgJJ E SX 

%. lu-rnoaoxaHj-iMM 


Rs. 4,20.000 


Rs. 10.5,0000 


Rs 105.000 is 25% of Rs. 420.000. 

The BEP of this company can be calculated; as follows : 

TFC 

BEP 

Fixed costs 
Contribution 

Rs. 20,00,000 

“ 25% 

*=Rs. 80,00,000. 

Calculation of profit * V3 For e^m^e the profit*?*thi°s company 

» Sw can be found ,n th.s way : 

Pl ' Ofit= 8 T 0°r U VI SToVSl-Fixed Costs— Variable costs. 
Irs^OO-So-Rs. 20,00,000-75% (R, 120.00.000, 

= r s . 120,00,000—Rs. 20,00,000 - 90.00,000 
= Rs. 10,00,000. 


Illustration : 

A men’s clothing stor e revealed the follow ing^ 
Product Mark up on 

lines _ ”»■"» pnC l _ 

Shirts 400/0 

Slacks 300/0 

Suits 350/0 

Accessories 50 ° /o 


Per cent of rupee 
sales 

30% 

10 % 

40% 

20 % 


Total 100% 
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Solution 


Gross margin 


Shirts 

Slacks 

Suits 

Accessories 


Percentage 
of sales 


40% 

30% 

35% 

50% 


X 

30% 

= 12% 

X 

10% 

= 3% 

X 

40% 

= 14% 

X 

20% 

= 10% 



39% 


Thus 39% is the overall gross as a percentage of selling price with the 
product lines. After we subtract 12% to cover the retailer’s variable costs we 
have 27 / 0 as contribution. The BEP is determined as under :— 

pcp- Fixed costs Rs. 500.000 _ to _ f 

Contribution 27% ^ S * 18,51,852 


Here is the way to determine how much profit the retailer will make on a 
sales volume of Rs. 20,00,000. 

Total revenue—cost of goods sold=gross margin. 

Rs. 20,00,000-(61 %XR S . 20,00,000) = Rs. 7,80,000. 

Profit=gross margin—(fixed costs+variable costs) 

“Rs. 78,000 —(Rs. 500,000+12% of Rs. 20,00,000) 

= Rs. 78,000 —(Rs. 500,000+2,40,000) 

“ Rs. 780,000—Rs. 740,000 

= Rs. 40,000. ' 

Notice that any change in the product sales mix, for example, the sale of 
a greater proportion of shirts or the sale of a smaller proportion of shirts will 
change (l) BEP and (2) the rupee profit figure. 

Analysis for decision making. 


Cost, volume, profit-analysis is not the sole determinant of which 
decisions management should make. Such analysis is, however, helpful enough 
to be worth doing in many situations. It constitutes one of the management’s 
planning tools; it is an aid to decision making. Management of course, wants 
to do more than break-even; it wants to maximize rupee profits. This means 
that break-even charts are actually profit planning charts. Now let us look at 
certain decision making areas in which analysis is worthwhile. 


Product Planning ; 


Various product planning decisions lead themselves to cost volume, profit 
analysis. Immediately after there comes to mind the drop-and/or add decisions. 
Should a new product be added in the light of its estimated revenue and cost? 
Should some item be dropped from the product line, with resulting effects on 
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. —«»•> Also related is the matter of packing. If more or less expensive 
revenue and cos • ^ new machinery is a consideration, varmhle costs and 

fixed^ost^are certainly affected—revenue and volume too, in all probability. 

Illustration . . 

csss: RSKSf - a .a 

output data : 
product 


Price 

Variable costs 
per Unit 

Percentage 

sales 

Rs. 

A 0 

Rs. 

40 

30% 

V'' 

100 

60 

20% 

200 

120 

50% 


Bookshelfs 
Tables 

Total fixed costs per year=Rs. WTO 
Sales last year -Rs. 25. . 

, as s 

3l!SK, irforecasts the following cost and output data : 


manufacturer forecasts 
Product 


Price 


Variable cost 
per unit 


Percentage 
of sales 


50% 

10 % 

40% 


Rs. 

Bookshelfs 60 

Cabinets >60 60 

Beds 200 120 

Total fixed costs per year=Rs. 750,000 
Sales this year “ Rs - 26.00,000 

Is this change desirable? Profit on the present product line is computed 

in this manner : ^ 


Rs. 60— KsjO x30 o /o = 20 x30 o /o==>10 


Rs. 60 
Rs. 100-Rs. 60 


Rs. 100 

Rs. 200-Rs. 120 
Rs. 200 


60 

X20 % = S~ X20% 


.08 


x 50% 


200 


x 50% = .20 


Contribution = .38 

When the sales are Rs. 25,00,000 
Contribution margin =Rs. 25, n 0,000 X .38 

= Rs. 9,50,000 
— Contribution —fixed costs 
= Rs. 950,000-Rs. 750,000 
= Rs. 200,000. 


Profit 
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Profit on the proposed product line 

Rs.60-Rs.40 20 gw - 

RiT60 X50/ °-60 X5 % " 


Rs. 160-Rs. 60 _ J00 0/ = 

Rs. 160 xl °/o- 16 o Xl0/o “ 


Rs. 200 —Rs. 120 = 80_ o, ^ 

Rs. 200 X4U/o 200 X 4U/o 


.17 

06 

.16 

.39 


When sales are expected to be Rs. 26,00,000 the contribution margin 
= Rs. 260,00,000X.39= Rs. 10.14,000 

Profit —Contribution —fixed costs 

= Rs. 10,14,000-Rs. 7,50,000 
= Rs. 2,64,000 

The proposed change appears to be desirable. 

Pricing 

A seller's prices certainly affect his total revenue and his volume or output. 
In turn, his prices arc certainly affected by his variable costs and his fixed 
costs. There is the problem of setting original prices; there arc the problems 
of raising or lowering prices. Demand and demand schedules play a basic role 
in pricing. The sure source of operating profit is gross margin. 

Suppose an inventor develops a new type of product. His capital is 
limited. Competitors sell an inferior product at approximately Rs. 6. Our 
inventor assumes a total fixed cost of Rs. 50,000. His variable costs are Rs. 1.50. 
He wonders how he would make out if he set consumer price at Rs. 10/-, at 
Rs. 7.50, at Rs. 4.95. 

At Rs. 4.95 the inventor must sell 51546 units in order to break-even, at 


Rs. 10/- the B.E.F. is only 14285 units. 

Rs. 

Rs. 

Rs. 

Price to consumer 

10.00 

7.50 

4.95 

Customery discount to wholesellers and 
retailers 

5.00 

3.75 

2.48 

Amount inventor gets 

Variable costs 

5.00 

1.50 

3.75 

1.50 

2.47 

1.50 

Contribution 

3.50 

2.25 

.97 

TFC 

Rs. 50000 

Rs. 50000 

Rs. 50000 

B.E.P in units , 

Contribution 

Units 14,285 

2.25 

22,222 

.97 

51,546 


Consider another example of a wholesale company examining the probable 
impact of several different pricing alternatives to it. 
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W at ,he five d,fferen ' Pf,CeS aS f °' Sale,- Volume (units per year) 

40000 


Price 


20 % decrease 

10% decrease 
Present price 
10% increase 
20% increase 


Rs. 

4.00 

4.50 
5.00 

5.50 
6.00 


35000 

30000 

25000 

18000 


2U7o increase- — , . n , n 

The fixed cost per year in this situation has been estimated to be Rs. 50000 
and variable cost per unit Rs. 3/-. 



»» >» 


»» 


• • 

with 10% price decrease 

20% „ P 3 

10% „ increase p 4 

„ 20 % „ p5 

A elance at the break-even chart indicates several facts. First the maximum 
orofit is p 4, earned with a 10% price increase. Second p 1, the profit with 
the present price, and p 5, the profit expected with a 20% price increase appear 
to be about the same; third as the price is decrease, first by 10 / 0 p 2 and then 
by 20% p 3, profit first decreases and then turns into a loss. 
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The following levels of profit or loss can be expected if demand estimates 
are valid : 


p 1 

Rs. 

10000 

p2 

Rs. 

2500 

P3 

Rs. 

10000 loss 

P 4 

Rs. 

12500 

P 5 

Rs. 

10000 


Thus the company is well advised to adopt the price strategy of a 10% 
price increase in order to maximise its profits. 

Incremental Costing 

A seller often finds that his manufacturing or distribution facilities are not 
being fully utilized ; for short run, at least, he has little chance of selling addi¬ 
tional products or services to utilise the unused capacity. In such cases the 
Manager, must be quite careful about the way in which he values costs for 
decision making purposes. 

Problem : 

The Swatantra Bharat Transport Company Ltd., operated between two 
cities. It has a fleet of 50 trucks. Over the past year it has been on an average 
operating 35 trucks daily. When operating on an average 35 trucks, the busi¬ 
ness is profitable. The transport company’s cost accountant has prepared the 
following per truck analysis. 


No. of Trucks 

Total cost of operating 
the trucks 

Rs. 

Average cost 
pre truck 

Rs. 

15 

25000 

1666.67 

20 

27500 

1375.00 

25 

30000' 

1200.00 

30 

32500 

1083.33 

35 

35000 

1000.00 

40 

37500 

937.50 

45 

40000 

888.88 

50 

42500 

850.00 


A contractor approaches the transport company to take additional load of 
13 tonnes daily to the other city. It has offered Rs. 650/-to carry the load 
and handle it. The company calculates that it will incur an additional cost of 
Rs 77/- for loading and unloading. Should the transport company accept the 
offer ? 


Solution 


The lowest possible average cost per truck is Rs. 850/-. If the loading 
and unload charges of the additional load amount to Rs. 77/-, we get a 
total cost of Rs. 927/-. The Company by accepting this offer would get a 
revenue of Rs. 650/-, by spending Rs. 827/-. Perhaps the answer should be 


no. 
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-iS-rSfftigivfffi 

RS. 77/- we S^K^pay^Rs. 650/- for the use <* fit 


^.ageous_to aecep^...-.. sjnc hfie d cosuncurjeu ... 

0f RS f trucks has already been «»■*•* to®’ l j£ s '** r tr 8 uc k if not the relevant 

E rfe. A-«»«*- 

figure for anaiy^» 

Br eak-even Analysis and Plan, shutdown Dec.s.o _ ^ out . of .pocket 

in certain decisions a distinction *®" W * Regarded as out-of-pocket 

,nk co ts. Variable costs 8?" eraUy f ** 0u Uf-pocket fixed costs 

and sunk co*' fall int0 clt hcr category, u „ nrc c cnt cash payments 

CO hile no^varying with changes in output neverth,eta* ^ repreS ent expendt- 

remain t0 be 

depreciation. ou t-of-pocket costs equals 

The difference •» «“ “W™ 

rash profit- By analyzing each ot " . ished from each other. 

^ P t S d a a n ,tired in the exhibit 

atfor example, special start-up 

costs, including retraining of workers sale; , evel . variable 

If the company were to oj^nite aUhe R-9 , of sales) and fixed out- 

-g^^aTSl^lSjf*-' I- *•. «•*»• 

FORECAST OF OUT-OF-POCKET AND SUNK COSTS AT 
DIFFERENT SALES VOLUMES. 

(IN THOUSANDS OF RUPEES) _ 


Sales 


20000 

24000 

28000 

32000 

36000 

40000 


Variable 

out-of- 

pocket 

costs 

Rs. 

12000 

14400 

16800 

19200 

21600 

24000 


Fixed costs 

Out-of- Sunk 
pocket 


Profits 


Accounting 


Cash 


4000 

4000 

4000 

4000 

4000 

4000 


6000 

6000 

6000 

6000 

6000 

6000 


(2000) 
( 400) 
1200 
2800 
4400 
6000 


4000 

5600 

7200 

8800 

10400 

12000 
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Break-even analysis and Plant-expansion Decisions 

Break-even charts may be utilized to reveal the effect of an actual or 
proposed change in operating conditions. This may be illustrated by showing 
the impact of a proposed plant expansion on costs, volume and profits. For 
simplicity, the assumption is made that the relationship between variable costs 
and sales will not be affected by the proposed change. 

The data contained in Exhibit I page 491 has been adjusted in the chart 
below showing the contemplated plant expansion. It will be assumed that a 
market survey has indicated that it should be possible to increase that company’s 
volume to Rs. 50 million sales in a reasonably short period. The proposed 

S lant addition, will raise the plants production capacity from Rs. 40 million to 
s, 60 million in sales, but will also increase annual fixed costs by Rs. 2.5 
million. 

The chart reveals that if the expansion is undertaken, the average annual 
profit, at the expected sales level of Rs. 50 million, will be Rs. 7.50 million, as 
compared, with Rs. 6 million at the present capacity of Rs. 40 million in sales. 
Moreover, if in the future the plant operates at the potential capacity of Rs. 60 
million, the annual profit will rise to Rs. 11.5 million. Actually, in a capital- 
investment decision of this type, the estimated return on the additional invest¬ 
ment must be considered. 


PROFIT AT NEW 
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CVP Analysis for Evaluating Two Profit Plans 

In order to present an analysis involving a large number of changes, the 
following basic facts arc assumed in respect of X Company : 


Estimated Sales 

Rs. 


Volume, 800,000 units 



@ Rs. 10/- 

80,00,000 

100% 

Less Variable costs 



80,00,000 Units 
@ Rs. 4/- 

32,00,000 

40% 

Contribution Margin 

48,00,000 

60% 

Less : Fixed costs 

38,00,000 

47 }% 


Rs. 10,00,000 

12*% 


The company is operating at full capacity and is expecting increase in 
sales The trend in sales volume has come to stay. Management of the Com¬ 
pany is also conscious of the fact that the total demand for the type of the 
nroduct to be sold is only paitially met and that several of its competitors also 
have substantial shares of the market. Management is trying to decide whether 
to continue its present policy of gradual growth and maintenance of its share 
of the market or to take a course involving more risk, i.e. try to seize competi¬ 
tive leadership in price and volume. 

In determining it objective for the coming year, the basic budget is used 
in projecting the two plans which seem most feasible. Alternative No. 1. This 
involves the following modifications of the budgeted facts : 

1. Volume would increase 5% with prices maintained at present levels, 

2. Variable costs per unit would increase 5%. 

3. Fixed costs would increase 2%. 

In order to meet the normal growth in demand the Company expects to 
operate at half-day overtime on Saturday during part of the year. This will 
cause certain increases in variable labour and service costs and a slight increase 
in fixed costs. 

Alternative No. 2 : 

This involves the following modifications of the budgeted facts : 

1. Price would be decreased 10% 

2. Volume would increase 20% 

3. Variable costs per unit would decrease 5% 

4. Fixed costs would increase 8%. 

In order to seize competitive leadership, the company would decrease 
prices 10%. The expectation is that this will result primarily in expanding 
total demand for the type of product, since competitors will probably react with 
their own price concessions. Yet management also expects to achieve good 
customer relations by initiating the price reduction and to obtain a small share 
of volume from its competitors by being the first to reduce price. Some impro¬ 
vements to existing facilities and some additions of modern equipment are 

nlnjnp gd- tn moot ; - - -• - '*'• • *•• ’ 
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fixed costs. Small savings from larger purchases of materials and from 
processing efficiency are expected to decrease variable costs per unit. 


increase 


. • f VP ana,ysis com P ar >ng the probable results of these two alternatives 

is given below : 


Q . ^ost-Volume-profit relationships. Resulting from possible changes in 
Sales Volumes, Sales Prices Variable Costs and Fixed Costs. 



Budgeted 

Alternative 

Alternative 


Figures. 

A Jo. 1 

No. 2 


Rs. 

Rs. 

Rs. 

Sales : 

800,000 @ Rs. 10/- 

960,000 @ Rs. 9- 
840,000 @ Rs. 10/- 

Variable costs: 

80,00,000 

84,00,000 

86,40,000 

800,000 @ Rs. 4/- 
960,000 @ Rs. 3.80 

840,000 @ Rs. 4.20 

32,00,000 

35,28,000 

36,48.000 

Contribution Margin 

48,00,000 

48,72,000 

49,92,000 

Less : Fixed costs 

Plus 8% 

Plus 2% 

38.00,000 

38,76,000 

41,04,000 

Net profit 

10,00,000 

9,96,000 

8,88,000 

Net profit ratio 
(% of N.P. to sales) 
Percentage change 
in Net profit 

124% 

11.9% 

10.3% 

(Budget Equals 100%) 


-0.4% 

-11.2% 

Contribution Margin Ratio 

60% 

58% 

57.8% 


Con sibut ionx 100) 

Sales 

Break-even sales 

(Fixed cost-rP/V ratio) Rs. 63,33,000 Rs. 66,83,000 Rs. 71,00,000 

From the cost and income stand point the first alternative produces more 
favourable results for the year ahead. Since its assumed conditions involve 
less departure from sales trends and from known cost patterns the projected 
figures should be reliable. 

The second alternative involving some expansion raises the break-even 
point but with the assumed volume still provides a fairly good profit. How¬ 
ever, if there should be only a 10% increase in volume, instead of the 20% 
shown in the analysis, the company would find its profits reduced almost one 
half to Rs. 472,000. 

Before accepting the first alternative management needs to examine all 
relevant circumstances. This is especially important since the company and 
industry expect substantial steady growth. Questions such as the following 
wwl tn tv* studied and their answer to be evaluated :_ _ 
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(0 


„ ow soon would expansion be advisable, if it is not undertaken this 

-T Can ^ 

are making p,ans to e 

,hC 'when these and 

«» thc ,ong run - 

The principal budget ft** f places a 

important^* the pr^ent'being the principal budge, factor, are given below : 

(1) Shortage of an essential raw material 

(2) Shortage of labour 

(3) Plant capacity available 

(4) Cash available 

(5) Inadequate sales capacity. 

Prinrinal budget factor may be actual or potential. The object of .assess- 
IT Principal budget factor is to weight the P/V ratios, thereby giving due 
Jecognitio P n^ to .pecW circumstances. The following example will explain the 

point: 


Product 

Product 

A 

B 

Rs. 

Rs. 

30 

50 

20 

20 

_ 

- — 

10 

30 

334% 

60 


Selling price 
Variable cost 

Contribution Margin 

P/V Ratio 

There is shortage of skilled labour, necessary for producing both the 
products. Product A takes 1 hour to complete and product B involves ‘‘ hours 
for production. Here the key factor is labour. If due weight is given to the 
fact that the hours involved for the products are different then the position may 
be shown as follows : 


Product 

A 

33J% 
Rs. 10 


Product 

B 

15% 

Rs. 7.50 


Amended P/V Ratio 
Contribution per direct labour hour 

According to these amended figures, product A is more desirable than 
product B. The significant fact is the contribution per direct labour hour. 
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Margin of Safety : 

At t,7 h K e ^ arg,n 0f safcty the differencc between the total sales and the sales 

I rn t L™" P r 0m r . “■ be expressed in m0 "" ar y terms or as a per- 
centage the margin of safety in relation to total sales. 1 

c . T be - si “ ° f the margin of safety is an extremely valuable guide to the 

r f i? bUS "J? S -' If 1 pretty large ' ‘his m 'ans that there can be a sub- 

l Z tla f f l" ng ° ff m Sa e n and ,. ye * 3 profit can stil1 be made. 0n the other 
nand, if the margin is small, a slight reduction in sales mav 
matter : J 

The margin of safety is calculated in the following manner : 


be a 


serious 


Total sales 
Break-even point 

Margin of safety 

Margin of safety as a percentage 


Company 

A 

Company 

B 

Rs. 

Rs. 

200,000 

120,000 

100,000 

100,000 

100,000 

20,000 

50% 

!6|%~ 


If the sales of both the companies shrink by 165%, Company B will cease 
to make profit, but A Company will continue making profit. There is much 
greater resistance to shrinkage of sales in the case of A company than in the 
case of B Company. 


Margin of safety =pjy 


When P 


Profit 


P/V =Profit Volume Ratio 

P = Margin of Safety x P/V 



In terms of % P= Margin of Safety x P/P x 100 

Formula for determining the sales necessary to earn a desired profit. 


F+Pt 


Sales for desired profit= 1 — 


When F= Total Fixed Cost 

1= One unit 

V= Variable cost per unit 
P= Selling price per unit. 
Pt= Profit 

Illustration : 

Total fixed cost = Rs. 40,000 

Desired profit = Rs. 30,000 

Variable cost per unit Rs. 2/- 

Selling price per unit Rs. 10/- 

Sales „ = Rs. 40,000+Rs. 30,000 

o- 


1 


10 
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70,000 10 

- Rs -T' X T 


Sales = R* 87 - 500 - 


Illustration 1 

The position of Vidarbha Steels Ltd., 

in the year 1 

Rs. 

Sales 

Variable costs 

120,000 

96,000 

Gross profit 

24,000 

Fixed overheads 

16,000 

Net profit 

Rs. 8,000 

Find out: 


(a) vProfit-volume ratio 



(b) iBreak-even point 

(c) *Nct profit for the sales of Rs. 180,000. 

(dX Required sales to earn a net profit of R s. 16,0 00.,V; 


-rMfConTlm Nagpur University) 


Solution: 

(a) P/V ratio 


Sales 

Less variable costs 


Rs. 

120,000 

96,000 


Contribution 
P/V ratio 

(b) Break-even point : 

g» Rs. 

^ r^96.000 

V 


24,000 

20 % 


1 


/ 


^ '* * 120,000 

= Rs. 16,000 X 

= Rs. 80,000 
(c> Net profit for the sales of Rs. 180,000 f 


ItC lTO 


1 20,00 0 

^ 4,000 



Hctc 


i — 


/ M*** 


• nt£ t L 6( 0> 


Sales 


Rs. 

180,000 


Contribution Margin 20% 
Less : Fixed overheads 


36,000 

16,000 


/ - c i£ i2£S 

-• 'if 11 . tide i 

~7*i 


/ 




Net profit 


20,000 


(d) Required sales to earn a profit of Rs. 16,000 

•+ ffyt' ' - Rs - 16 * 000 + Rs -16,000 

s P 


1 


96,000 


/ 


120.000 
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= Rs. 32,000 x 


120,000 


24,000 


= Rs. 160,000 


Problem 2 


X Ltd., and Y Ltd., manufacture and sell the same type of product in 
the same market. The following figures have been obtained from their account 
for the year ending 31st Dec. 19—. 


X Ltd. 

Rs. 

Sales 1,50,000 1.50.C 

Variables costs 1,20,000 1,00,( 

Fixed costs 15,000 35,1 

Calculate 

1. Contribution 

2. P/V Ratio 

3. Break-Even Point 

4. Margin of Safety 

5. Which Company is likely to earn greater profits when there is : 


Y Ltd. 
Rs. 

1,50,000 

1,00,000 

35,000 


(1. heavy demand for the product 
Cii. low demand for the product 


Solution 





X Ltd. 


Y Ltd 


Rs. 


Rs. 

Sales 

1,50,000 


1,50,000 

Less: 




Variable costs 

1,20,000 


1,00,000 

Contribution 

30,000 


50,000 

P/V Ratio 

20% 

33J% 


Break-Even Point (Sale Value) 
. F 


Formula 


i-X 




F = Fixed Cost 
V = Total Variable Cost 
P = Total Sales Value 

Rs. 15,000 


1,20,000 


Rs. 35,000 

1,00,000 


1,50,000 


15,000 X ^1 
5. 75000/- ] ^ 


1,50,000 

= Rs. 35,000 X 3/1 
=Rs. 10,5000 
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X Ltd. 

Rs. 


Y Ltd. 

Rs. 



1,50,000 

1,50,000 

Total sales 



Less sales at the 

Break-Even Point 

75000 

1,05,000 

Margin of safety 

75000 

• 

45000 

As percentage 

50% 

30% 


Problem 3 

comfng’year is expected to follow the same pattern as in the preced.ng year. 


Income Statement for the year 

31st December, 19 

Sales (20,00,000 bottlcsw 
@ 25 Paise) 

Variable Costs^ 

Fixed Costv 

Rs. 

5,00,000 

3,00, 0Q9j^ ' 
1,00,000 l--' 


Total 4,00,000 

Pre-tax profit 0. 

Income Tax 

Rs. 1,00,000 

50.006"7 

> 

Profit after Income Tax. 

Rs. 50^00? 
-# 

Required : 



(i) What is the break-even point in sales and units ? 

(ii) Suppose that a plant expansion will add Rs. 50,000 to fixed costs and 
increase capacity, by 60%; ’ how many bottles would have to be sold 
after the addition, to break-even ? 

(iii) At what level of sales, will the company be able to maintain its 
present pre-tax profit position even after expansion ? 


(iv) The company’s management feels that it should earn at least Rs. 
10 000 (pre-tax per annum) on the new investment. What sales 
volume is required to enable the company to maintain existing profits 
and earn the minimum required on the new investment ? 


(v) Suppose the plant operates at full capacity after the expansion, what 
profit will be earned ? 
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Solution 

(i) Break-Even Point 


Units to break-even 



(iii) Formula 

Turnover for stated 
Profit 

when 



Rs. 100.000 
1 — 


15P 


25P 


= Rs. 100,000 x 


25P 

10P 


= Rs. 2,50,000 Sales 


F 

P-S 


Rs. 1,00 ,000 
25P—15P 


Rs. 1,00,000 
10P 


X100 


= 10,00,000 Bottles 


Rs. l,S0 ,000(Rs. 1,00,0004-50,000) 
P—V 
= Rs. 1,50,000 
25P—15P 

_ Rs. 1,50,000 
10P 

• 

= 15,00,000 Bottles 



F4-Pt 



F= Fixed costs 
Pt= Profit (stated) 

1 =one unit 

V=Variable cost per unit 
P= Selling price per unit 
Rs 1,50,0004-1,00,000 

1_HL 

25P 

Rs. 2,50,000 
10 
25 

Rs. 2,50,000X25 

10 X 

=Rs. 6,25,000 Saids 


margial costing 

(iv) 


Rs. 150,000+1.10.000 
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(v) Plant capacity 

Add 60% 
Total 


Rs. 2,60,000 
10P 
5P 


= Rs. 2,60,000 



= 6,50,000/- Sales 


20,00,000 Bottles 

12 , 00,000 

32,00,000 bottles <& 25 P 
Less variable 
costs @ 15 P 




Contribution 
Less fixed costs 

Pre-tax Profit 


Rs. 3,20,000 
1,50,000 

1,70,000 


Problem 


„harat Tractors Ltd., have an installed capacity of 5,000 tractors per 
annum. They are presently operating at about 35% of installed capacity. For 
the coming year they have budgeted as follows: 

Production/Sales 4,000 Units 


Costs 

Direct Materials 
Direct Wages 
Factory Expenses 
Administrative Expense s 
- i -SeiIi'ng Expenses 
Profit 


(Rs. crores) 
8.00 
0.60 

-0.80 

0.20 

0.20 

1 . 00 ^ 


Factory Expenses as well as selling expenses are variable to the extent 
of 20%. 

Calculate the Break-Even-Capacity utilisation percentage. 


Solution 


Variable Cost— 

Direct Material 
Direct Wages 

Factory Expenses (to the extent 
variable) 


Rs. 

8,00,00,000 

60,00.000 


20 

80,00,000 X — 
Selling Expenses 
20,00,000 X jg- = 
Total Variable Cost 


= 16,00,000 


4,00,000 20,00,000 


Rs. 8,80,00,000 
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Variable Cost per Unit -R*. 22000 

Fixed Cost: Rs. 

Administrative Expenses 20,00,000 

Factory Expenses (to the 
extent fixed) 

80,00,000 X 64,00,000 


Selling Expenses (to 
the extent fixed) 

80 

20,00,000 X ~ 16,00,000 80,00,000 


Total Fixed Cost Rs. 1,00,00,000 


Sales = Fixed Cost + Profit + Variable Cost 

= 1,00,00,000 + 1,00,00,000 4- 8,80,00,000 
Total Sales = Rs. 10,80,00,000 

„ , « T •• 10,80,00,000 D r\nn 

Sales per Unit -4~000- Rs ‘ z/,uuu 

Rs. 

Sales per Unit — 27,000 

Variable cost per unit— 22,000 


.* 


Contribution 


To Break even 


Rs. 5,000 

Fixed Cost 
Contribution 



2 000 

Break-even Capacity Utilisation ^ - qqq - x 100=40% 
percentage 



V 
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problem 5 


P^'Tclpany manufactures three products and their respective details are 
furnished below : x y Z 


Capacity Engaged 
Units Produced 

Cost per Unit: 
Material Cost 
Wages 

Variable Overheads 
Fixed Overheads 


Selling Price per Unit 


X 
(20%) 
2,000 

Rs. 

20 

10 

7 

6 


43 

40 

3 (loss) 


Y 
(40%) 
5,000 

Rs. 

32 

12 

9 

9 

62 

75 

13 


Z 
(40%) 
6,000 

Rs. 

36 

16 

11 

10 

73 

85 

12 


Profit per Unit 

The Mana^ement proposes^W d^woriumie^the^ine^X as or t bijng S good! 

•_.....4 om'w'it m in line X. in the lines Y and Z. 


s it 'is showing a loss" Future prospects of the o 
intended to utilise the disengaged capac.ty m Ime 
equally. 

Expected rise in Prices and Cost 
Material 
Wages 
Selling price 

Fixed overheads shall remain the same. You are required to prepare a 
statement of projected profitability and advise the management as to whether 

the Scheme may be adopted. 


Y 

Z 

10% 

10% 

5% 

5% 

2% 

5% 


Solution 

STATEMENT OF PROJECTED PROFITABILITY 


Discontinuation of Product X and Increase in 

Product Y and Z 


Y 

Z 

Capacity Engaged 

50% 

50% 

Units 

6,250 

7,500 


Rs. 

Rs. 

Sales price @ Rs. 76.50 i.e. 

Rs. 75+2% 

Sale price @ Rs. 89.25 i.e 

Rs. 85+5% 

4,78,125 

6,69,375 
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Costs : 


Y Z 


Material 

Wages 

Variable 

Overheads 

Total 

Cost Total Cost 

per unit per unit 

Rs. Rs. Rs. 

35.20 2,20,000 39.60 

12.60 78,750 16.80 

9 00 56,250 11.00 

Total 

Rs. 

2,97,000 

1,26,000 

82,500 

Total for 
Both Pro¬ 
ducts 

Rs. 

5,17,000 

3,04,750 

1,38,750 

Variable Cost 

56.80 3,55,000 67.40 

5,05,500 

8,60,500 

Contribution 
per Unit 

19.70 1.23,125 21.85 

1,63,875 

2,87,000 

Selling 

Price 

76.50 4,78,125 89.25 

6,69,375 

11,47,500 

Total Contri¬ 
bution 

Fixed Costs : 

X 2,000 units @ Rs. 6 

^3 

12,000 

2,87,000 


Y 5,000 units @ Rs. 9 

Z 6,000 units @ Rs. 10 

45,000 

60,000 

1,17,000 



Profit 

Rs. 1,70,000 

Profit at 

present: 

Y 5,000 units @ Rs. 13 

65,000 



Z 6,000 units @ Rs. 12 

X (Loss) 

2,000 units (gj Rs. 3 

72,000 

1,37,000 

6,000 

1,31,000 


It is obvious that discontinuance of Product X and utilization of the 
capacity so created for further production of Y and Z will raise the overall 
profits from Rs. 1,31,000 to Rs. 1,70,000. This is due to the fact that the 
contribution of products Y and Z and consequently their PV ratio is higher than 
that of X. The scheme may, therefore, be adopted. 


Problem 6 

The following particulars relate to Beeta manufacturing company Ltd 


Rs. Rs. 

Turnover at Present (40,000 units) 4,00,000 

Variable Cost (40,000 units) 2.40,000 

Fixed Cost 8d,000 3,20,000 


Net Profit Rs. 80,000 
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n „ ,o severe competition the company proposes to reduce the selling 
D f ‘fui ensuing year variable cost per unit (cost of materials and labour) 
^expected to go up by 20% and the fixed cost will rise by 10%: 

rf.he oresent level of profit is to be maintained, you are required to cal¬ 
culate tonumber of units to be sold if the proposed reduction in selling 

price is 

(a) 5% (b) 10% (c) 15% 


Solution 

BEETA MANUFACTURING CO. LTD. 


Contribution per unit at various prices 

Present Price New selling price, at a reduction of 


Price 

Variable Cost 

Contribution 



5% 

Rs. 

Rs. 

10.00 

9.50 

6.00 

7.20* 

4.00 

2.30 


10% 

15% 

Rs. 

Rs. 

9.00 

8. 50 

7.20* 

7.20* 

1.80 

1.30 


•With an increase of 20% over Rs. 6.00, the present 


unit. 


Total Contribution Required : 

Fixed Expenses at Present 
Add 10% Increase 


Rs. 

80,000 

8.000 


Profit at present 


variable cost per 


88,000 

80,000 

1,68.000 


Units required to produce the total contribution of Rs. 1,68,000: 

Units 


At the present price 


Rs. 

1,68,000-f 4.00 

42,000 

At the price reduced by 

5% 

Rs. 

1,68,000-^2.30 

73,044 

At the price reduced by 

10% 

Rs. 

1,68,0004-1.80 

93,334 

At the price reduced by 

10% 

Rs. 

1,68,0004-1.30 

1,29,231 


Problem 7 

(a) What is Margin of Safety ? 

(b) The profit-volume ratio of Hindustan Ltd. is 50% and the margin of 
safety is 40%. You are required to work out the net profit and the 
break-even point, if the sales volume is Rs. 10,00,000. 
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Solution 

(a) Margin of Safety represents the amount by which the volume of sales 
exceeds the sales at the break even point. It is calculated by deducting the 
break-even sales from the actual level of sales. A low margin usually indi¬ 
cates that the firm has high fixed overheads, so that profits are not made till 
there is a level of sales high enough to absorb the fixed costs. The bigger the 
margin of safety, the safer it is for the company since it would make profits even 
if there is a fall in the amount of sales. 


(b) HINDUSTAN LTD. 



Rs. 

(i) Break-even Point 

Sales Volume 

10,00,000 

Less : Margin of Safety 


(40% of Rs. 10,00,000) 

4,00,0.0 

Sales at Break-even Point 

6,00,000 


Contribution for = Sales at BEP. X P/V Ratio 
Sales at BEP =6,00,000 X 50/l0O=Rs. 3,00,000 

Hence Fixed Cost =Rs. 3,00,000 ^ 

i.e. Rs. 6,00,000—3.00,000 


(ii) Net Profit on Sales=Contribution—Fixed Costs. 


Contribution on total Sales 

-10.00.000 x-^ = 

5,00,000 

Profit on Sale of Rs. 10.00,000 

= Rs. 5,00,000-3,00,000 


= Rs. 2,00,000 


Check : 

' 

. 

Net Profit % 

= -y- ratio x Margin of Safety % 


= 20% 


Net Profit 

= 20% of Rs. 10,00,000= Rs. 2,00,000 

(Profit would be the contribution on the margin of safety). 

** 

Problem 8 



The revenue account of Fortune 

Co. Ltd, has been 

summarised as 

shown below : 

Rs. 

Rs. 

Sales 

Direct materials 

18,00,000 

60,00,000 

Direct wages 

12,00,000 


Variable overheads 

4,80,000 


Fixed overheads 

17,20,000 

52,00,000 


Profit 


8,00,000 
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, S£ 

Ihe existiig capacity, the selling price of the product be reduced by 5 /»• 

changes in costs : 

Sales forecast Rs. 76,00,000 (at reduced prices). 

Direct wage rates and variable overheads are expected to increase by 5%. 
Direct material prices are expected to increase by 2%. 

Fixed overheads will increase by Rs. 80,000. 


Solution 


FORTUNE COMPANY LIMITED 


Forecast statement showing the effect of changes in selling price and 
costs 

Rs. Rs. 

76,00,000 

24,48,000 
16,80,000 
6,72,000 

- 48,00,000 


Direct Materials 
Director Wages 
Variable Overheads 


Marginal Cost 

Contribution 

Less : Fixed Overheads 


28,00,000 

18,00,000 


Net (Estimated) Profit 


10 , 00,000 


Working Notes : 

(1) Sales volume is expected to be increased to its full licensed capacity, 
i.e. l/3rd. Consequently, the sales volume at the old price level would work to 
Rs. 80,00,000 which, if reduced by 5% would amount to Rs. 7,60,00,000. 
Thus the sales forecast of Rs. 76,00,000 envisages full utilisation of capacity. 

Rs. 

18,00,000 

6,00,000 


24,00,000 

Add: 2% of Rs. 24,00,000 for Price Increase 48,000 


(2) Direct Material Costs: 

Last year 

Add: l/3rd Increase in Volume 


24,48,000 
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(3) Direct Wages: 

Last Year 

Add: l/3rd Increase in Volume 
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Add: 5% Increase in rate 


12 , 00,000 

4,00,000 

16,00,000 

80,000 

16,80,000 


(4) Variable Overheads: 

Rs. 

Last Year 

4,80,000 

Add: l/3rd Increase in Volume 

1,60,000 

6,40,000 

Add: 5% Increase in Rates 

32,000 

6,72,000 

(5) Fixed Overheads: 

Last Year 

17,20,000 

Add: Increase 

80,000 


18,00,000 


Problem 9 

Prakash Limited company is engaged in 

the business of manufacturing 

standard toys. It has prepared a six-monthly budget, which shows the follow¬ 

ing partitulars: 

Sales 80,000 units at Rs. 20 per unit 

Variable costs— 

Manufacturing 

at Rs. 6 per unit 

Selling 

at Re. 1 per unit 

Distribution 

at Re. 0.25 per unit 

Semi-variable Costs— 

Rs. 

Manufacturing 

60,000 

Selling 

30,000 

Administration 

16,000 

Fixed Costs— 

Manufacturing 

60,000 

Selling 

40,000 

Administration 

80,000 


It is decided to provide a plastic tray along with the sale of toys. It is 
estimated this gesture on the part of the company would boost up the sales 
from 80,000 to 1,00,000 units. 
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■INAL COSTING 

is estimated as under . Rs . 

variable Costs- 4,000 

S Manufacturing 4,000 

Selling 2,000 

Administration 

Fixed Costs— 10,000 

““ rT2o» «mc *.——» kt “ 

arri ve at the final decision. 


Solution 


PRAKASH COMPANY LTD. 

c lament showing comparative costs and Profitability 
Stateme * nder 8 the salcs promotion plan 


80.000 units 


Units cost 
Rs. 


Total 

Rs. 


1 . 00,000 units 


Units cost 
Rs. 


Total 

Rs. 


Variable Costs 
Manufacturing 
Selling 
Distribution 

Total Variable 
costs 

Semi-variable costs— 
Manufacturing 

Selling 

Administration 


Fixed costs— 

Manufacturing 

Selling 

Administration 


Profit 

Sales 


6.000 

1.000 

0.250 

4,80.000 

80,000 

20.000 

7.250 

5,80,000 

.750 

.375 

.200 

60,000 

30,000 

16,000 

8.575 

6,86,000 

.750 

.500 

1.000 

60,000 

40,000 

80,000 

10.825 

9.175 

8,66,000 

7,34,000 

20.000 

16,00,000 


6.000 

6,00,000 

1.000 

1,00,000 

0.250 

25,000 

7.250 

7,25,000 

.640 

64,000 

.340 

34,000 

.180 

18,000 

8.410 

8,41,000 

.700 

70,000 

.400 

40,000 

.800 

80,000 

10.310 

10,31,000 

9.690 

9,69,000 

20.000 

20,00,000 


Apart from the cost factors the management should consider the following 
factors also: 

(a) Reliability of supply and the cost of trays. withdrawn , ater 

(b) Effect on future sales and customer*, if the t y 
on. 
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(c) Possibility of facing severe competition in the market if competitors 
consider similar business plans. 

Problem 10 

A company which has a chain of shoe shops throughout the country has 
two shops in Madras of which Shop 1 makes a profit and Shop II makes a loss 
The following is the summarised profit and loss account of Shop 11 for the 
year ended 31st December, 19—. 


Sales 

Cost of Sales 

Gross Profit 

Rs. 

6,00.000 

4,92,000 

Rs. 

1,08,000 

6,000 

Expenses: 

Commission to Salesmen 


Manager’s Salary 

12,000 


Head Office Expenses 

10,500 


Motor Van Expenses-fixcd (allocated) 

6,900 


—do— variable (allocated) 

2,400 


Other Items 

1,09,950 

1,47,750 

Loss for the year 


Rs. 39,750 


The Commission to salesmen is a fixed percentage on the turnover. There 
is a common manager for the two shops and his salary is equally shared by the 
two shops. The motor van is also common to the two shops. Its fixed 
expenses are shared equally by the two shops but the running expenses are 
apportioned on the basis of the turnover. 

Prepare a report explaining the financial implications of closing down 
Shop II assuming that 20 per cent of its turnover will be gained by Shop I 
without that shop needing any additional staff. 

Solution 

Report on the Financial Implications of closing down Shop II 
1. Results of Shop 11 for the year ended 31st December 1975: 


Rs. Rs. 

Sales 6,00,000 

Less: Cost of Sales 4,92,000 


Gross: Profit 1,08,000 

Less : Direct expenses of Shop II 

Commission to salesmen 6,000 

Motor Van Expenses 

Variable 2,400 

Other expenses 10,9,950 1,18,350 


c/f 


10,350 



marginal costing 

Under recovery of direct expenses 

Expenses Shared with Shop 
Manager’s Salary 
Motor Van Expenses 

Fixed 

Allotted Expenses from 
Head Office 

Net Loss for the Year 
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Rs. 


b/f 

Rs. 

10,350 

12,000 

6,900 

18,900 

29,250 


10,500 


Rs. 39,750 


II therefore fails to earn enough to meet its own expenses and 
makes no contribution to the expenses to be shared w.th Shop I or w.th Head 

Office. 

Results if Shop II is Closed 


2 . 


down: 


Additional Turnover at Shop I 
(20% of Rs. 6,00,000) 

492 

Less : Cost of Salesx 1,20,000 


1,20,000 

98,400 


Gross Profit 

Less: Additional Expenses: 
Commissions to Salesmen 
@ 1 % 

Variable Motor Van 

(2400X20) 
Expenses- jqq- 


1,200 

480 


21,600 


1,680 


Additional Profit at Shop I 
Avoidance of under recovery 
at Shop II 

Total increase in Profit 


19,920 
10,350 
Rs. 30,270 


The share of Shop II out of fixed common expenses will have to be 
ignored for computing the profit likely to be obtained by the proposed action 
in closing down Shop II since the expenses are being incurred in any case. It is 
obvious that the closing down of Shop II will lead to better profits by Rs. 30,270 
plus whatever saving is possible in interest since no inventory will be now 
necessary as far as Shop II is concerned. 

Problem 11 

Ganga Limited manufactures and sells one product only. The budgeted 
volume of production and sales is 70,000 units per month. The standard selling 
price is Rs. 4 per unit. The standard costs are as follows: 
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Rs. P. 

Variable : Materials 1 00 

Labour 0 50 

Fixed Overheads 2 25 


Total Rs. 3 75 P. 


The company carries a substantial stock of finished units at all times. 

.. The following statement has been prepared covering the first three months’ 
trading of the current year: 

Month 1 Month 2 Month 3 



units 

units 

units 

Units Produced 

Units Sold 

80,000 

80,000 

|| 

80,000 

60,000 

Sales 

Rs. 

3,20,000 

Rs. 

2,80,000 

Rs. 

2,40,000 

Standard Cost of 

Production 

Stock Transfer 

3,00,000 

1,87,500 

75,000 

3,00,000 

(75,000) 

Standard Cost of Sales 

3,00,000 

2,62,500 

2,25,000 

Standard Profit 

Rs. 20,000 

Rs. 17,500 Rs. 

15,000 


In the opinion of the sales director, sales are likely to continue for the 
year at an average rate of 60,000 units per month. The managing director, 
although somewhat disappointed at this figure, says that the company is not 
likely to suffer with a monthly profit of Rs. 15,000 and asks you to confirm 
his view. 

You are required to write a brief memorandum to the managing director 
commenting on his view and setting out the position as you see it. 

Solution 

The Managing Director, 

Ganga Ltd. 

Re: Effects of Reduced Sales on 
Profitability 


Following your request for my opinion on the likely results on company 
profits of an anticipated sales level of 60,000 units, I have prepared a statement 
comparing the original monthly budget with the revised budget: 



Original Monthly 

Revised Monthly 


Budget 

Budget 

Sales: Units 

70,000 

60,000 


Rs. 

Rs. 

Sales: Value 

2,80,000 

2,40,000 
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B/o Sales value 
Variable Costs: 
Material 
Labour 


Rs. 

2,80,000 


Rs. 

2,40,000 


Rs. 

70,000 

35,000 


Rs. 

60,000 

30.000 


1,05,000 

1,75,000 

1,57,500 

Rs. 17,500 


90,000 

1,50,000 

1,57,500^ 

Rs. (7,500). 


Contribution 
Fixed Overhead 

Net Profit (Loss) 

- .i... >“-sssff ™ » 

Rs. 25,000 resulting in a net loss or R . . bc ab , c tQ mainlam profits at 

your original conclus.or.that^the comp^ discrcpancy is due lo the budgeted 

Rs. 15, 000 P cr m( ^ nth :,X h annortioned over 70,000 units per month in order to 
overhead being originally ‘ PP . f fixcd overhead in unit costs unfortunately 
arrive at a total unit cost ^ ^ achieved as exemplified 

bycomparison ofcolumn*? above with month 3 of the statement prepared on 

the basis of total cost. 

. V- rvzxsixi sr. srsKS»& anct»“ 


Production 

Sales 

Standard Sales 
Standard Variable 

Cost 

Standard 
Contribution 
Budgeted Fixed 
Overhead 

Budgeted Net 
Profit (Loss) 


Rs. 


Month 1 

Units 

80,000 

80,000 

Month 2 

Units 

50,000 

70,000 

Month 3 

Units 

80,000 

60,000 

Annual 

Projection 

Units 

7,50,000 

7,50,000 

Rs. 

3,20,000 

Rs. 

2,80,000 

Rs. 

2,40,000 

Rs. 

30,00,000 

1 ,20,000 

1,05,000 

90,000 

11,25,000 

2 ,00,000 

1,75,000 

1,50,000 

18,75,000 

1,57,500 

1,57,500 

1,57,500 

18,90,000 

42,5000 

Rs. 17,500 

Rs. (7,500) 

Rs. (15,000) 


The revised presentation shows how vulnerable the company profits are to 
a decline in sales volume. The break-even position is in fact: reached ata 
monthly sales volume of 63,000 units, which means that w.th only a 10 /0 
reduction from budgeted sales of 70,000 units the company earns no profit. 

I must draw your attention to the fact that as yet the above figures show 
the standard costs only, and that I would need to investigate the variances 
between actual and standard costs before giving any recommendations as to 
future policy. Moreover, fixed overhead may include an clement of semi-fixed 
overhead which would considerably alter the position shown above. 
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Juue 14, 1976 New Delhi 


B. Ramachandran 
Management Accountant 

WORKING 


Calculation of break-even position : 

Break-even r ™st^ n - ~- Fixcd Overhead 
. Contribution per Unit 

Contribution=Sale Price per unit-Variable Cost per Unit. 

— (Rs. 4.00—1.50) Rs. 2.50 1,57,500 


Problem 12 


=63,000 units per month. 


Company Limit*"* PriCi " 8 f ° rmU ' a “ US ' d by Archana Manufacturing 

Price=direct material cost+direct labour cost+200% 
of direct labour cost (to cover overheads) 

+ 25% of total cost (to give profit margin). 

The company manufactures various household goods. Ithas four 

production departments—casting, polishing, pressing and assembly. Until 1975 

all products were cast, pohshed and a^embled, but in that year presses were 

installed and the Company introduced a new line of goods which required only 

pressing and assembling. This line sold so well that by 1976 the plant was 

working at capacity and sales of the line accounted for one-third of the total 

turnover. At the end of 1975 the Company introduced some new equipment 

k t cno/ aStmg Sh ° P and aS a resu,t reduccd lhe labour costs in this department 
oy du / 0 . 

The Managing Director is worried to find that his profits, expressed as a 
percentage of sales, fell in 1975 from 20% to 10% and again in 1976 from 10% 

decline *** y ° U l ° °° k ml ° this siluation and re P<>rt the reasons for the 


You extract the following information: 


Sales 


1974 

Cast Goods 


Pressed 

1975 

1976 

1974 

1975 

(Rs. 000) 

(Rs. 000) 

(Rs. 000) 

(Rs. 000) 

(Rs. 000) 

720 

760 

800 

— 

100 

5 228 

242 

280 

— 

50 

116 

122 

120 

— 

10 

232 

250 

290 

_ 

100 


1976 

(Rs. 000) 
400 
200 
40 


210 


Labour 
Over 
heads 

You are required: 

(a) To write a report to the Managing Director explaining the situation 
and advising what action he should take; 


MARGINAL costing 

(b) To state what conditions must be fulfilled if a pricing formula of the 
type used is to give a reasonably accurate costing for practical purposes. 


Solution 

( a ) The Managing Director, 

Archana Manufacturing Company Limited, 

Chandigarh. 

Re: Estimation Methods 

A comparison of the annual accounts over the last three years has 
r*v™led a decline in profits of 587. from Rs. 1,44,000 in 1974 to Rs. 60,000 in 
1076 whereas the turnover has increased by 67% from Rs. 7,20,000 in 1974 to 
Rs. 12 , 00,000 in 1976. 

The reasons for this drastic change in profits is due to the estimating 
svstem becoming out of step with the cost structure of the products. The effect 
can be seen in the following summary of results: 

Cast Goods 

(Rs. 000) (Rs. 000) 

1974 

Sales 
Materials 
Labour 

Estimated Overhead 


228 

116 

232 


720 


576 


Estimated profit 144 

Difference between 
Actual and Estimated 
Overhead — 


Actual Profit 144 



Cast Goods 


Pressed Goods 


Total 



Rs. 


Rs. 


Rs. 


Rs. 


Rs. 


Rs. 


Sales 


760 


100 


860 

Materials 

242 


50 


292 


Labour 

122 


10 


132 


Estimated 







Overhead 

244 


20 


264 


— 


608 

— 

80 

— 

688 

Estimated 







Profit 


152 


20 


172 

Difference 







between Actual 






and Estimated 





86 

Overhead 


6 


80 



Actual Profit 







(Loss) 


Rs. 146 


Rs. (60) 


Rs. 86 
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1976 



Cast Goods 

Pressed Goods 


Total 



Rs. 


Rs. 


Rs. 


Rs. 


Rs. 


Rs. 


Sales 

Materials 

280 

800 

200 

400 

480 

1200 

Labour 

120 


40 


160 


Estimated 

240 

640 

80 

320 

320 

960 

Overhead 

" 






Estimated 

Profit 


160 


80 


240 

Difference 

between 







Actual and 

Estimated 

Overhead 


50 


130 


180 



— 


— 


mm 

Actual 

Profit 

(Loss) 


Rs. 110 


Rs. (50) 


Rs. 60 


The present method of estimating applies 200 / 0 to the cost of direct 
labour to recover overhead, and 25% of total cost to give a profit margin, This 
method was suitable for the type of work done and cost incurred before 1975 
but from 1975 onwards anew product has been introduced, new production 
methods have been employed, and the cost structure has completely changed. 
This can be seen from the following figures: 


Material 
Labour 
Overhead 
Profit (Loss) 


Cast Goods 


Pressed Goods 


1974 

% 

32 

16 

32 

20 


1975 

% 

32 
16 

33 
19 


1976 

% 

35 
15 

36 
14 


1975 

0 / 

1976 

0 / 

/o 

50 

/o 

50 

10 

10 

100 

52 

(60) 

(12) 


Sales 


100 100 100 



100 


The fieures for cast goods show that the material costs as a P er c ent £ge of 

mrnmmmm 

significant effect on the overall cost structure. 
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nAU \ ntf to the existing estimating methods. The fixed overhead is 
in selling P r ' c ft es 0 gJ'‘" g d t ° he volume of sales required to break even under exist.ng 

ar °T, eould be as high as five times the present level. 

Pt,C The following action must be taken to remedy the situation : 


' , :e „ th . nr e S ent mix of work for cast goods and pressed goods into 

the major p n rod y uct gro P ups. and the materia, and labour costs associated with 

them. 


‘the"major service 

fixed'overhead from variable overhead. 


- , , 

,,v T> r ^*re the 1977 budgets for sales and cost relating overhead in each 
l^nt to the budgeted output for that department, measuring output by 
JJ25SSS or labour hours, whichever is appropriate. 

/<\ Analyse the capital employed in the company between cast goods 
and pressed goods (apportioning common assets on the basis of output). 

(5) Set a profit target for the company based on the capital employed and 
the normal return for the industry. 

ADO ortion the profit required to the capital employed on cast and 

pressed goods and then relate the profit to the budgeted total cos. of the 

Pr0<1 <7) Prepare sample selling prices for the major products from the revised 
overhead dates (in 3 P and profit loading (in 6), and compare with prices 
previously quoted and also competitors prices. 

(8) Adjust prices to the market where necessary to secure orders, ensuring 
that no price is set below total variable cost. 

(9) Endeavour to be selective when taking orders to secure those that give 
the greatest contribution to profits. 

(10) Ensure that overhead and profit rates are checked periodically and 
adjusted where necessary. 

S. Sadashiv Rao 
Management Consultant 


(b) The following conditions must be fulfilled before a pricing formula of 
this type can be used: 


(1) All products must be uniform with regard to material content pro- 
duction and distribution methods, etc. so as to ensure a constant relationship 
between materials used, the hours worked in each of the production centres. 


(2) The labour mix must be constant, e.g., a fixed ratio of female, male 
and apprentice operatives. This will mean that direct wages charged to a 
product accurately reflect the time spent on the product. 

(3) The element of fixed overhead should be very small. 


(4) Costs must only change in relation to turnover, i.e. price increase must 
be minimal and infrequent. If material prices are constantly cnanging, the 
profit-loading percentage will need changing to recover the same total profits 


(5) Costs including overhead must be regularly reviewed to revise the 
overhead rates and profit-loading percentage where necessary. 
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WORKINGS 

Calculation of fixed overhead in pressed goods:— 

I otal Overhead at Sales of 
Rs. 1,00,000 (1975) R S . 1,00,000 

Total Overhead at 
Sales of Rs. 4,00,000 

(1976) Rs. 2,10,000 

Overhead has 

increased @ of Rs. Mg- per Rs . , of sales . 

Therefore variable costs=Rs. 0.37 per Rs. 1 of sales 
The analysis of the overhead is therefore: 


Variable Overhead 
Fixed Overhead 

Total Overhead 


1975 

(Rs. 000) 
37 
63 

Rs. 100 


1976 
(Rs. 000) 
147 
63 

Rs. 210 


head d^'Hn J wr th ° d aSSUmCS ‘ ha ‘ ,h ' re haS bcen "° increase in fixed over ' 
Calculation of break-even position for pressed goods: 
Contribution=Sales—Variable Cost. 

1975 Contribution = Rs. l,00,000-(Rs. 50,000+Rs. 10,000+Rs. 37,000) 

= Rs. 3,000. 

Profit/Volumc Ratio=3% of sales. 

1976 Contribution = Rs. 4,00,000-(Rs. 2,00,000+Rs. 40,000+Rs. 1,47,00) 

= Rs. 13,000. 

Profit/Volume Ratio=3.3% of sales. 

Break-even Position - - F j xe , d , Q verhead , 

Profit/Volume Ratio 

Rs. 63,000 


3% 

= Rs. 21,00,000 in sales. 


Problem 13 


Bharat Ltd. manufactures and sells photographic equipment. The whole 
of the factory’s output is sent to and stored in one of the company’s three depots 
from which all the company’s retail shops are supplied. There are 60 of these 
shops. The company also buys equipment from other manufacturers and these 
goods, like the company’s own products, are stored in the depots. 

Of total shop sales, goods produced in the factory account for 30% and 
bought-in-goods for the remaining 70%. 50% of the factory’s total output is 
eventually sold through the company’s own shops and 50% to other retailers. 

The company’s own shop managers and other retailers are all charged at 
delivered-to-depot cost plus 20 %. 


MARGINAL costing 

The company employs 50 shop managers of whom 10 run two shops each 
and the other 40 one shop each. Some of the shops are owned by the company 
and some rented on lease of varying length. 

Although the company sets recommended retail prices, each manager is 
allowed some discretion to vary them. He is also allowed to sell on hire 
nurchase or credit although the terms on which he may do so are fixed by the 
company. He is required to collect customers' debts and any bad debts which 
are incurred are taken into account in assessing his managerial performance. 

The company is installing a computer to control its operations and 
improve its inadequate management information system. 

You are required, as the newly appointed management accountant 
reporting directly to the managing director to describe the accounting or other 
reports for the financial control of operations which you require from the 

computer. 

Your answer should take the form of a brief memorandum, setting out 
the main contents of each of the financial reports, the frequency with which 
each is to be produced, the method of collecting the source data for each, and 
the means of transferring this data in each case to a form suitable for computer 
input. You may assume that the computer is capable of accepting input in any 
of the standard ways. 

Solution 

To, 

The Managing Director, 

Bharat Limited 

Chandigarh. 

Re: Financial Control Reports 

The following report will be required from the computer in order to 
adequately guide and control the activities of Bharat Limited. They are in 
five groups i.e., the four principal areas of the company, these being manufactur¬ 
ing, purchasing, depots including distribution activities and retailing, and 
finally, total company reports. 

(a) Manufacturing 

(i) Utilization of direct materials 

An analysis for each production department of the cost of materials used 
in products completed each week compared with the standard material cost of 
the products. All figures to be summarised by product groups, but where the 
variance exceeds 5% of standard, a supplementary report to be produced with 
details of job numbers. 

Frequency : Weekly supplementary reports for foremen, monthly sum¬ 
mary for manager. 

Collection of source data : Foremen to authroize stores requisitions 
showing quantity and code of items drawn from store. Requistions to be 
batched and taken daily to data preparation clerk. Computer to use master 
files for stock prices and standard quantity of materials required for products. 

(ii) Utilization of direct labour 

An analysis for each production department of actual hours and wages 
each week summarized by operation groups comparing actual with standard. 
Supplementary reports to be produced where variances exeeed 5 per cent of 
standard showing clock numbers and job numbers. 
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Frequency: Weekly supplementary reports for foremen, monthly sum¬ 
mary for managers. 

Collection of source data: Time sheets prepared by operators showing 
job number, hours worked, operation type, and units completed. Time sheets 
checked and signed by foreman, passed to time clerk to verify attendance hours, 
then passed to work study clerk (or bonus estimating clerk) to evaluate stan¬ 
dard work from manual of standards. Time sheets passed to data preparation 
clerk for payroll preparation. Computer to print utilization report, immediately 
after completion of payroll. 

(iii) Overhead schedule 

An analysis of indirect expenditure by major expense lines for each depa¬ 
rtment, comparing actual figures against a flexible budget, and showing the 
variance as a percentage of budget for controllable items only. Supplementary 
report to show cumulative budget and variances. 


Frequency: monthly. 

Collection of source data : Properly authorized requisitions for consum¬ 
mate stores, coded for expense type and department received daily Irom stores 
foreman : expense invoices checked, coded, authorised and passed for payment 
to bought ledger clerk ; petty cash vouchers checked and coded; these docu¬ 
ments passed to data preparation clerk. Indirect wages available from payroll 
run. Monthly budget figures prepared by Budget Officer. 


(b) Purchasing 

(iv) Purchase price variances 

A summary of monthly purchases by completed products and raw material 
croups showing the variance between actual and standard value as a percentage 
of standard, and a supplementary report showing for items where the variance 
exceeds 5 Ur cent of the standard, the suppliers and produc or catena codes 
concerned!* Also an additional report showing the cumulative position by 
the supplier. 


Frequency : monthly. 

Collection of source data : purchase invoices, 
inwards records, coded for supplier and products 
Computer to use master file of standard prices. 


checked against goods 
and passed for payment. 


(c) Depots 

(v) Excess stocks . 4 . 

An analvsis of stock by product group showing the groups where the stock 

at the other two depots. 

Frequency : monthly. , . . 

Collection of source data .Schedules of "iJofS 

SsSSsssss 

file of prices in computer. 

(vi) Warehousing costs, including representation 

showing the cumulative budget and variances. 
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Frequency ■ ^'dau • Expense invoices checked and passed for pay- 
? lle d C eDo n ts dePot payroils, petty cash vouchers, monthly budget figures 
prepared by Budget Officer. 

(vii) D * llVe ^ C ° St * l hilecosts and cost of outside carriers showing 
An , a The yS 'c^sL between7 (a) factory and depots; and (b) depots and re- 
mflfrfaUo showing the weight of value carried and m.leage covered. 

Prpnuency: monthly # . c 

sheets; invoices from carriers. 

ia) Retail operations * 

(viii) Sales to all retailers (owned by the company and others) 

» ^ivck of weekly sales from depots to each retail shop by product 
An mn ^red with the sales budget and showing the variance as a pcrcen- 
f a r gc P of CO budget Grand total of sales by: (a) depot; (b) shop (c); product 

Frequency: Weekly totals by shop ; full analysis monthly. 

rnllection of source data: Copies of advice notes record mgissues ot 
products from depots to retailers; products valued at standard prices retamed m 

master file. 

(ix) Sales from Company’s retail shops 

a enmmarv of sales from retail shops owned by Bharat Limited, showing 
, TJ^alue per shop compared with the sales at recommended prices, 

'i'siirmfementarv report to beproduced where the variance exceeds 5 per cent 
of the recommendcd P price detailing the sales by product groups. 

Frequency; weekly totals per shop; monthly analysis per shop per product 

8r0UP Collection of sources data, managers' weekly returns of sales; products 
valued at standard prices from master file, 
vx) Profit and loss statement. 

A statement for each of Company’s retail shops showing at recommended 
prices a stock reconciliation, i.e. opening balance plus receipts m^us closing 
balance= sales; a cash reconciliation, i.e. sales minus discounts, hire P ur £hase 
and other debtors, expenses bad debts=cash remitted; a net profit, i.e. sales @ 
recommended prices minus discounts, bad debts and expenses. Budget figure, 
shown for sales, costs and profit. 

Frequency: monthly. 

Collection of source data: managers weekly shop returns; monthly petty 
cash summary and debtors statements; budget figures from Budget officer. 

(xi) Debtor control 

A summary of debtors by retail shops, distinguishing hire purchase 
debts from other debts, showing the total debt per shop as a percentage of credit 
sales. 

Frequency: monthly 

Collection of source data; managers' weekly shop return; debtor state¬ 


ments. 
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(e) Total Company 

(xii) Total sales summary 

A summary of monthly sales to customers outside the company, i e 

depots to other retailers plus sales from company retailers. Sales to be analv? 

ed by product groups showing actual against budget and the total price variance 
per product group. F variance 

Frequency: monthly. 

Collection of source data: As in reports (viii) and (ix). 

(xiii) Cash flow statements 

(a) A summary of all cash and bank balances held within the company. 
Frequency: Weekly. 

Collection of source data: managers’ weekly shop returns; depot petty 
cash and bank returns; factory cash and bank returns. y 

(b) A projection of the total cash position one month ahead. 

Frequency; monthly. 

Collection of source data: as in (a) plus sales forecast from report (v) and 
purchase invoice totals. 

(xiv) Company profit and loss statement 

A statement showing the standard profit on total sale report (xii) and the 
variances arising in manufacturing, warehousing, distribution and retailing. 

Frequency: monthly. 

Collection of source data: from reports (i), (ii); (iii), (iv), (vi) (vii) and (x), 

(xv) Transportation costs 

An examination of the ideal distribution arrangements to minimize costs 
using linear programming methods. 

Frequency: monthly 

Collection of source data: average distribution costs (report—(vii); 
forward loading data. 

N.B. The analysis of product groups will segregate the Company’s own manu¬ 
factured products from purchased products and groups similar items undereach 
of the two headings. 

Problem 14 

Vespa Vehicles Ltd., manufacturers of Scooters are organised along decen¬ 
tralised lines with each manufacturing division operating as a separate profit 
centre. Division A normally purchases its engine requirements from division 
E at a unit price of Rs. 175. Division E has informed division A that the unit 
price will have to be increased to Rs. 200. Division A has ascertained that it 
can still purchase an equivalent engine from another, external, manufacturer for 
Rs. 175 and has decided to change suppliers. Division E has appealed to the 
group chairman for the decision to be reversed. Data available are: 

A’s annual purchase of engines (number) 5,000 

E’s Variable Costs per Engine 140 

E’s Fixed Costs per Engine 40 

You are required to state with reason whether in each of the following 
cases division A should purchase externally: 
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(a) 

(b) 

(c) 


assuming that there are no alternative uses for E’s internal facilities ; 

•_ a that there are no alternative uses for E’s internal facilities 
and that 8 the price from external suppliers drops a further Rs. 40; 

that bv not producing the 5,000 engines for A the manu¬ 
facturing facilities at E could be used for other products so as to 
produce an annual net cash operating contribution, of Rs. 1,70,000 


Solution 

Rased on the assumption that the deciding factor in choosing between 
nufaeture by division E and external purchase will be the effect on company 
out-of-pocket costs, the decisions are: 

, a \ Manufacture: E’s variable costs per engine of Rs. 140 is lower than 

. external price of Rs. 175. External purchase would incur additional costs 

! h the company of Rs. 1,75,000 per annum (5,000 engines at Rs. 175—140) 
unless division E’s fixed costs are reduced as a result of discontinuing engine 

production. 

fb) External purchase: the purchase price of Rs. 135 is now lower than 
the variable manufacturing cost and purchase would save the company 
Rs. 25,000 per annum. 

(c) Manufacture: the net cash operating contribution from alternative 
use of 1,70,000 would not offset the additional purchase cost of Rs. 1,75,000 
(sec (a) above). 

The above decisions, however, neglect to consider factors which may be 
difficult or impossible to quantify financially, for example. 


(i) The cost structure of Division E: it would be reasonable to assume 
that discountinuing production of 5,000 engines per annum would drastically 
effect division E’s operations. Such a change is likely to alter the behaviour 
of Division E costs, especially those which are semi-variable, thereby altering 
the information on which the decision was based. 

(ii) Long-term effects: a decision to switch the supply source to external 
purchase would be difficult and costly to reverse. Such a decision should not 
be made without consideration of future requirements and price changes. In 
addition, external purchase could result in the company losing a degree of 
control over the supply of a vital component. 


(iii) Technical factors : manufacture of specialised vehicles implies a need 
to innovate and improve. External purchase of such a vital component as 
the engine would reduce the field for research and development benefits. 


(iv) Social and legal factors: a large company has responsibilities to its 
employees and outside organisations which cannot be ignored when major policy 
decisions are considered. 


Problem 15 

Gama Ltd. produces two products for the tourists market. The Manage¬ 
ment are now planning production for the three months from 1st July, 1976. 
Estimates and other information relating to the three months in question arc as 
follows: 
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Sales 

Units 

Price 

Rs. 

Product A 

10,000 

1.00 

Product B 

15,000 

1.20 

Stocks of Finished Goods 

30-6-76 

30-9-76 

Product A (units) 

2,000 

4,000 

Product B (units) 

3,000 

6,000 

Standard Direct Costsper unit 

Product A 

Product B 

Material X 

20p 

25p 

Material Y 

lOp 

lOp 

Labour 

40p 

50p 


Production and purchases are to be at a constant monthly rate through¬ 
out the period. Material stocks are not to be increased or decreased. 

All sales are on 2 months* credit. 

All material purchases are on 3 months’ credit. 

Work-in-progress remains at a constant level. 

Overdraft facilities are available upto Rs. 10,000. 

Overhead expenses for three months are estimated at; 

Manufacturing Rs. 3,000 

Administrative and selling Rs. 2,000 

These overhead expenses can be assumed all to be paid in cash except for 
Rs. 400 depreciation on fixed assets included in manufacturing overhead. 

Summarised balance sheet at 30th June, 1976 




Rs. 

Fixed Assets 

Cost 


4,000 

Depreciation 


1,600 

Stock at Standard Direct Cost 

Rs. 

2,400 

Finished Goods 

Product A (2,000 units) 

1,400 


Product B (3,000 units) 

2,550 

3,950 

Work in progress 

Product A 

280 


Product B 

510 

790 

Materials 

X 

500 


Y 

300 

800 


— 

-— 

c/f 


7,940 
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Rs. 

b'f 

7,940 

3,000 

Debtors for Sales ot Products 

1,000 

Bank Balance 

11,940 

uss Creditors for materials 

2,500 


Rs. 9,440 


— 


5,000 

Share Capital 

4,440 

Reserves (Retained Profit) 

Rs, 9,440 


x/ or* reauired to prepare for the management profit and loss budget and 
Y h h,idee? for the P three months, and the budgeted balance sheet at 30th 
September!^ 1976. Stocks are to be valued at standard direct cost. 


Solution 

Profit and Loss Budget 

Product A Product B Total 

Sales Unit 10,000 15,000 25,000 
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Budgeted Balance Sheet 


Rs. 



Rs. 

Share Capital 5,000 

Fixed Assets 


Reserves 4,440 

at Cost 

4,000 


Add : Profit 

Less : Depre¬ 



for the 

Ouarter 3.250 

ciation 

2,000 


7,690 

Current 


2,000 

12,690 

Assets : 

Finished 

Stocks 

7,900 



Work-in- 

Progress 

790 


Current 

Materials 

800 


Creditors 9,900 


9,490 


Overdraft 7,567 

Debtors 

18,667 


17,467 



28,157 

Rs. 30,157 


Rs. 

30,157 

WORKING 



(i) Calculation of output in units: 




A B 


A 

B 

Opening 

sales 

10,000 

15,000 

Stock 2,000 3,000 Closing 



Balance 

Stock 

4,000 

6,000 

Output 12,000 18,000 



14,000 21,000 

14,000 

21,000 

(ii) Calculation of Wages : 


Rs. 


A 12,000 units at 40p 


4,800 


B 18,000 units at 50p 


9,000 


Wages for Three Months 


13,800 


(iii) Calculation of Material Costs: 


3,600 


A 12,000 units at 30p 



B 18,000 units at 35p 


6,300 


Materials Costs for Three Months 

9,900 


(iv) Receipts from Sales: 




Three Months Sales 

Per Profit & Loss Budget 


28,000 


July Sales Receivable in 
September (one-third) 


9,333 
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(v) valuation of Finished Goods Stocks: 


Product A 
Product B 


4,000 

6,000 


Standard 
Direct 
Cost per 
Units 

0.70 

0.85 


Rs. 

2,800 

5,100 

Rs. 7,900 


Problem > 6 

1 . 


The cost records of Rachna Ltd., a company manufacturing elecrical 
The cost r-cuitc for the vear ending 31st December, 1975. 


Product A 

Product B 

Product C 

Product D 

80,000 

20,000 

1,00,000 

60,000 

1.00 

1.50 

2.00 

3.00 

0.20 

0.40 

0.35 

0.90 

025 

0.30 

0.60 

0.90 

0.15 

0.30 

0.'0 

0.50 

0.25 

0.30 

0.60 

0.90 

0.15 0.20 

invoiced and delivered on 

0.05 

completion. 

(0.20) 

The company 


Actual Production 
(Units) 

Selling price: 

Rs. per unit 

Direct Materials 
Rs. per Unit 
Direct Labour 
Rs. per Unit 

Variable Overheads 

Rs. per Unit 
Fixed Overheads 
Rs. per Unit 

Profit (Loss) 

Rs. per Unit 


Ana c nn t rarrv any siock ui & —— — - * ~ 

d riurtinn caoacitY in 1976 is such that output can be increased by 40,000 
*° r d “ C ‘°"Tw no outputs can be reduced). The 40,000 units can be 

“r'l. nrodict or any combination of products. No product can be increased 
of one product o y Total fixed overheads, variable 

SKl’SSSSffiSS in 1976 be the same as in 1975. 

Production capacity in 1977 will be such that output can again be 
■ nrrpased* compared to 1976 by a further 1,00,000 units. This increase is made 
2SUSS purchase of new plant specifically for the manufacture 
^ B (the vm “able operating costs of which, in 1977, will be the same as for 
Misting Plant). Subject to use of this new capacity for increased production of 
B the planned deployment of existing capacity will be the same u s l u l976 It 

is’anticipated that in 1977 direct material and labour costs of all products will 

increase by 10%, that selling prices will remain unchanged and that extra fixed 
costs attributable to the new plant will total Rs. 4,000 p.a. 

You are required: 

(a) to calculate which output or outputs should be increased in 1976 in 
order fully to absorb production capacity and maximise profits on the 
assumption that all goods produced can be sold at the stated price, and 
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(k) to:alculate how many additional units of B will have to be sold in 
1977 at the price stated in order to ensure that the overall results arc 
no worse than those for 1976. 

Solution 


Statement of Product Contributions 
1975-76 


Units 

A 


B 

C 


D 

Total 

Produced 

80,000 


20,000 

1,00,00* 


60,000 

2,60,000 


Rs. per 


Rs. per 

Rs. per 


Rs. per 



unit 


unit 

unit 


unit 


Selling Price 


1.00 


1.50 

2.00 


3.00 

Material 

0.20 


0.40 

0.35 


0.90 


Labour 

0.25 


0.30 

0.60 


0.90 


Variable 








Overhead 

0.15 


0.30 

0.40 


0.50 



— 

0.60 

— 

1.00 - 

1.35 


2.30 

Contribution: 


0.40 


0.50 

0.65 


0.70 


Given that an increase of any 40,000 units is possible, product line D 
should be chosen for expansion since this offers the greatest contribution per 
unit (sec note at the end also). 

The 1975 budget and the revision for 1976 are shown in Workings, 
Note. 1. 


(b) The cost breakdown and profit budget for 1977 based on unit cost changes 
given is set out below; 



A 

Old Plant 

BCD 

Total 

Output units 

80,000 

20,000 1,00,000 1,00,000 

Rs. 

Rs. per Rs. per Rs. per Rs. per 

unit unit unit unit 


Selling 

Price 

1.000 

1.500 2.000 3.000 


Material 

0.220 

0.440 0.385 0.990 


Labour 

0.275 

0.330 0.660 0.990 


Variable 

Overhead 

0.150 

0.300 0.400 0.500 



0.645 

1.070 1.445 2.480 


Contribution 

per Unit 

0.355 

0.430 0.555 0.520 


Contribution 
Fixed Costs 

28,400 

8,600 55,500 52,000 

1,44,500 

1,40,000 


Net Profit before Sale of 

Additional Units of B. Rs. 4,500 
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__ number of additional units of B to be sold to achieve overall results 
0 worse 6 than in 1976 can now be found, viz.: 

Net Profit for 

19,7 

before Sale of Additional Units 
Profits Needed from New 
Additional Fixed Costs of New Plant 

Contribution Need from 

New Plant - 

With a contribution per unit of Rs. 0.43 the number of additional units of 
B which must be sold is: 

36,500 


37,000 

4.500 

Rs. 

32.500 

4,000 
■ - •“ 

36.500 


Rs. 

1 . 


0.43 


-84,884 units. 

WORKING 


Sales 



Budgets 

-i 

c/i 

• 

-J 

o 

1 

-Rs. 000 




A 

B 

C 

D 

Total 


80 

30 

200 

180 

490 

Variable Costs 

48 

20 

135 

138 

341 

Contribution 

32 

10 

65 

42 

149 

Fixed Costs 





140 

(See Note 2) 





1 “v 


Net Profit for 1975 

Increases in Output — 
Additional Contribution 
from 40,000 Units of 
D at 70 p 

Revised Contribution of D 
Revised Profit for 1976 


28 

70 


28 


37 


A 
B 
C 
D 

Total 



Rs. 

80,000X 25 p 

20,000 

20,000X30 p 

6,000 

1,00,000X60 p 

60,000 

60,000 X 90 p 

54,000 

il: 

Rs. 1,40,000 
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Since sales will be limited by production capacity the most profitable line 
to expand will be that which has the highest contribution per input of time. 
Since data relating to time are not available, a comparison of the products’ 
contributions in relation to wages is made below; 

A B 

Rs. Rs. 

Contribution 

per Unit 0.40 0.50 

Wages Cost 

per Unit 0.25 0.30 


Contribution 

per Rs. Wages 1.60 1.67 


From this assessment it would appear that products A and B arc the most 
profitable but since different rates of pay and mixes of labour for each products 
may apply this conclusion cannot be certain. 

In view of the constraints of the second paragraph of the question, how¬ 
ever, this line of reasoning is irrelevant, since output can be increased by any 
40,000 units regardless of the time required. Hence in these special circum¬ 
stances, the products which offers the greatest contribution per unit have been 
chosen. 

Problem 17 


c 

D 

Rs. 

Rs. 

0.65 

0.70 

0.60 

0.90 

1.08 

0.78 


From the following information calculate the break-even 
turnover required to earn a profit of Rs. 30,000/- 


Fixed overheads 
Variable costs 
Selling price 

If the company is earning a profit of Rs. 
Safety available to it. 


Rs. 21,000 
Rs. 2 per unit 
Rs. 5 per unit. 
30,000 express 


Solution: 


point and the 


the Margin of 


(1) Break-even point: 

Selling price 
Variable cost 


Rs. 

5.00 

2.00 


Contribution per unit Rs. 3.00 


Fixed overhead 


Rs. 21,000 


Fixed overhead 

Break-even pent = "ConUibuii^ 

Rs. 21,000 
3 

= 7,000 units. 

= Rs. 21,000 



= 21,000 X -y 
=Rs. 35,000 


Break-even in Rs. 
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.. Turnover required to earn a profit of Rs. 30,000. 

(ii ) Turnover req _ R s . 21.000-4-Rs. 30,000 

Contribution 

51,000 
“ 3 


Turnover in rupees 


Sales 

Sales at the break-even point 


= 17,000 units. 

= 17,000 X Rs. 5/=Rs. 85,000 


Margin of safety 


Rs. 


% 


Units 

Rs. 

17,000 

85,000 

7,000 

35,000 

10,000 

Rs. 50,000 

59% 

59% 


problem 


The profits for 1976 and 1977 are 

given together with expenses: 

1976 1977 


Rs. 

Rs. 

Materials consumed 

100,000 

80,000 

140,000 
120,( 00 

Wages 

Overheads—Fixed 

Variable 

30,000 

24,000 

32,000 

34,000 

Net profit 

10,000 

20,500 


2,44,000 

3,46,500 


Similarly 


The wages rate was increased by 20% in 1977 than in 1976. 
materials price were higher by 10%. Sales prices were increased by 10 / 0 in 

1977. Analyse the causes of increase in profits in 1977. 


Solution: 


Reconcilation statement of profit earned in 1976 & 1977. 


Profit earned in 1976 

Add: increase due to 

Rs. 

increase in sales price 

31,500 

„ „ gross profit 

11,640 

Saving in materials used 

1,827 

Saving in wages cost 

3,280 

Less : decrease due to 

increase in material price 

12,727 

„ „ wage rate 

20,000 

„ „ variable overhead 

3,020 

„ „ fixed overhead 

2,000 


Rs. 

10,000 


48.247 

58.247 


37,747 


Rs. 20,500 


Net profit in 1977 
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Working notes 

(1) From increase in sale price, profit has increased 
by Rs. 3,46,500 x -^=31,500 

(2) From increase in Sales volume: 

1977 sales at last year’s prices 
(Rs. 346,500-31.500) 

Last year’s sales 


Rs. 

3,15,000 

2,44,000 


Rs. 71,000 

% increase in sales volume x 100 

- 29.1%. 

Increase in gross profit = 29.1% of (Rs. 30,000+Rs. 10,000) 

— Rs. 11,640. 

(3) Material consumed 

Increase in prices = ~ x Rs. 140,000 


- Rs. 12,727 

Material consumed at 1976 r s 

prices (Rs. 140,000—12,727) 1,27,273 

Material consumed on last 

year basis Rs. 1,00,000 + 29.1% - 1,29,100 


Saving Rs. 1827 


4) Wages increase in rates in 1977 Rs. 120,000 X-^j=Rs. 20,000 


Wages at 1976 prices (Rs. 1,20,000—Rs, 20,000) = 1,00,000 

Wages on the basis of 1976 

Rs. 80,000 + 29.1% = 103,280 


Savings 

Rs. 3280 

(5) Variable overheads 

Rs’ 

for 1977 

34,000 

at 1976 + 29.1 % i.e. 


Rs. 24,000+29.1 % 

30,980 

Excess 

Rs. 3,020 

(6) Fixed overheads 

Rs. 

1977 

32,000 

1976 

30,000 


Exeess 


Rs. 2000 
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problem ^ 

__ has got two simple plants. The management of the company 

Kto C m”ge these two plants. The following particulars are available: 
wants to merg plant Plant 

I II , 

Operating capacity 100% 60 °/ 0 

1 Rs. (lacs) Rs. (lacs) 

Sales 300 120 

Varibale costs 220 90 

Fixed costs 40 20 

You are required to calculate 

( a ) What would be the capacity of the merged plant to be operated at 

the break-even, and „ , , 

(b) What would be the profitability on working at 75 /0 of the merged 

capacity. 

Solution: 

Statement of contribution and Profitability of the Merged Plants. 

(a) at 100% capacity. 


Sales 

Variable costs 

Contribution 
Less fixed costs 

Profit 

P/V ratio 

Break-even sales 


Plant 

I 

Rs. (lacs) 
300 
220 

80 

40 

40 

26.7% 


Plant 

11 

Rs. (lacs) 
200 
150 

50 

20 

30 


25% 


Merged 

111 

Rs. (lacs) 
500 
370 

130 

60 

70 

26% 


Fixed costs 
P/V ratio 
Rs. 60 


60 X100 
~ 26 


% of break-even capacity 

At 75% capacity: 

Sales 

Contribution 75% 
of Rs. 130 
Fixed costs 

Profit 


26 

100 

Rs. 230.77 lakhs. 
230.77 


500 

Rs. 

375 lakhs 


= 46.15% 


97.5 lakhs 
60.0 „ 


Rs. 37.5 


x 100 =10%. 


% of profit to sales 


550 


MANAGEMENT ACCOUNTANCY 


Problem 20 


From the cost records of a company, for a specific period for product A 
the information given in the first column, is extracted. The second column 
can be ignored since it is only one of the projections of an assistant accountant 
but it may be useful to you: 


This period. 


actual 

Sales (in units) 10000 

Profit (Loss) in Rs. (10000) 

fixed cost in Rs. 30000 

Variable cost per unit Rs. 8 


One of the future 
projections 
20000 
10000 
30000 
8 


On the basis of first column determine? 

(a) What increased sales volume is required to cover an extra attractive 
packing cost of Rs. 0.50 per unit, to increase the sales at the existing sale price 
to yield zero profit? 

(b) What increased sales volume is required, at the present sales price to 
cover an additional publicity expense of Rs. 5000 for that period, while yield¬ 
ing a profit of Rs. 5000? 

(c) What increased sales volume is required to reach a profit of Rs. 4000, 
while reducing the selling price by 3% per unit ? 


Solution: 


Existing cost structure: 

Rs, 

Variable cost 

80,000 

Fixed cost 

30,000 

Loss 

10,000 

Sales 

1,00,000 

Selling price per unit 

10 

Variable cost per unit 

8 

Contribution per unit 

2 


(a) Break-even point if extra packing cost is incurred: 


Rs. 

Fixed cost 30,000 

Selling price per unit Rs. 1,000 

Variable cost per unit including 
50 paisc for extra packing 8.50 

Contribution 1.50 


Break-even point = = 20000 units. 


(b) Total contribution required 

Fixed cost at present 30,000 

Add additional publicity expenses 5,000 

Total 35,000 

Profit required 5,000 


Total 

Contribution required 
Volume of sales in units 


40,000 

20000 units. 
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. ) Volumc of sales to have a profit of Rs. 4,000 with reduced sales price 
° Reduced sales price 9.70 

Variable cost 8.00 

Contribution per unit 1.70 


Total contribution required; 
Fixed cost 

Profit 


30,000 

4,000 


Rs. 34,000 


34 000 

Sales volume required —pjg = 20000 units. 

Problem No. 21 

A company is working at 60% capacity. The sales manager has reported 
two available solutions for increasing sales : 

/ \ n Y an overseas contract which calls for deliveries spread equally for a 
period of 3 years totalling Rs. 15,00,000. 

(b) Local sales can be increased by 50% if Rs. 50000 is spent on special 
advertising. 

The following is a summarized analysis of the Profit and Loss account for 
the previous year : 


Material used 

Rs. in lacs 
4.50 

Direct labour 

5.10 

Manufacturing expenses : 

Fixed 

i.n 

Variable 

0.75 

Selling expenses : 

Variable 

1.50 

Adm. expenses : 

Fixed 

I.UU 

Profit 

14.60 

0.40 

Sales 

15.00 


It is estimated that selling expenses on export sales will be 5% of sales 
value. 

Prepare a statement which will show the company's profit if the director: 
adopt (a) or (b) or both solutions. 

. . Make necessary assumptions and state your reasons for the same : 
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Solution 





Statement of Estimated Profit 



(in lacs of Rs.) 


(a) 

Proposals 



(b) 

(both) 
a & b 


Capacity 

80% 

90% 

110% 

Sales 

20.00 

22.50 

27.50 

Variable costs : 




Materials 

6.00 

6.750 

8.250 

Direct labour 

6.80 

7.650 

9.350 

Manufacturing expenses 

1.00 

1.125 

1.375 

Selling exps. 

1.75 

2.750 

3.000 

Total variable cost 

15.55 

18.275 

21.975 

Contribution 

4.45 

4.225 

5.525 

Fixed expenses : 

Manufacturing 

1.75 

1.750 

2.000 

Admn. expenses 

1.00 

1.000 

1.000 

Profit 

1.70 

1.475 

2.525 

Working notes : 




Sales have been calculated as follows : 


Proposals 



(a) 

(b) 

(both) 


Rs. 

Rs. 

Rs. 

Present sales 

15.00 

15.00 

15.00 

Export sales (J of 15.00) 

5.00 


5.00 

Local sales (1 of 15.00) 


7.50 

7.50 


20.00 

22.50 

27.50 

It is assumed that the variable costs excluding selling expenses will tend 

to vary directly with the capacity worked. 




Selling expenses will be calculated as follows : 




(a) 

(b) 

(both) 

Present expenses 

Expenses on Export sales (5% of 

1.50 

1.50 

1.50 

0.25 

sales values) 

0.25 


Expenses on additional local 
sales (J of 1.50) 


0.75 

0.75 

Special advertising for local sales 


0.50 

0.50 


1.75 

2.75 

3.00 
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. manufacturing expenses would remain fixed upto about 100 /> 
Flxe d roanutactu S c cit is excce ded this expense would tend 

capacity, bu -sjoon ^ ^ may increase by Rs. 25000 to fulfil proposal 

to vary. 15 

(a+b). exDenses arc assumed to remain fixed as the 100% capacity 

xce^ded i°% o' 1 '*’ which wi " not P robably P ut a 61631 Stram °" 

admn. staff. 

CaSC Pmeressive Co. Ltd., manufactures two products X and Y. 
^^information is available with reference to the current 

following 

accounts 


The 

years 


production—No. of Units. 

Selling price each 
Direct Materials per unit 
Direct wages per unit 


X 

2.00,000 
Rs. 50 
Rs. 20 
Rs. 5 


Y 

1 , 00,000 
Rs. 80 
Rs. 30 
Rs. 10 


? overheads amount to Rs. 40 lakhs of which 75 per cent are fixed 

£ ie/cent are variable. These are absorbed as a percentage on direct 

and 25 per e hcad$ ha |f_fi X ed and half-variable, have been calculated to 
WageS " to Rs. 10 per unit of product X and Rs. 12 per unit of product Y. 
amoun ^ cQming year jt estimated that demand for product X will 
r n hv^O per cent and for product Y by 20 per cent. It is proposed to manufacture 
I further product Z, the estimates being as follows : 

8 fUr *production No. of Unit 2 00,COO 

Selling price each ' 

Direct materials per unit Rs. 15 

Direct wages per unit ks. o 

It is estimated that the other variable costs per unit will be the same as 

for P rod p 6 ‘ * re a statement for presenting to management showing the current 
position, and the anticipated for the coming year. 

Solu,ion Current Position 

V Y 

Product ___ _ 

No. of Units 
produced 


Sales 

Direct Material 
Direct Wages 
Variable Overheads: 


aic dujoi uuu 

are 50% of wages. 
Other Overheads 

Total Variable Cost 

Contribution 

P V Ratio 


Per Unit 

2,00,000 

Total 

Per Unit 

1,00,000 

Total 

Rs. 

Rs. 

Rs. 

Rs. 

50.00 

1.00,00,000 

80 

80,00,000 

20.00 

40.00,000 

30 

30,00,000 

5.00 

10 00,000 

10 

10,00,000 

2.50 

5,00,000 

5 

5,00,000 

00/- 

hey 

and 

5.00 

10,00,000 

6 

6,00,000 

32.50 

65,00,000 

51 

51,00,000 

17.50 

35,00,000 

29 

29,00,000 

35% 


361% 
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Rs. 

35,00,000 

29,00,000 


Product: 


Total: 

Less: Fixed Costs 30,00,000 
(Factory) 

Other X Rs. 10,00,000 
Y Rs. 6,00,000 

16,00,000 

Profit: 

Hence % of Profit to total sales 

Anticipated Position for the coming year 
X Y 


64,00,000 

46,00,000 

18,00,000 

10 % 

z 


No. of Units 


produced: 


1,00,000 


80,000 


2,00,000 


Per 

Total 

Per 

Total 

Per 

Total 


Unit 

Rs. 

Rs. 

Unit 

Rs. 

Rs. 

Unit 

Rs. 

Rs. 

Sales 

50.00 

50,00,000 

80 

64,00,000 

40.00 

80,00,000 

Direct 

Material 

20.00 

20,00,000 

30 

24,00,000 

15.00 

30,00,000 

Direct 

Labour 

5.00 

5,00,000 

10 

8,00,000 

6.00 

12,00,000 

Variable 

Overheads: 

Factory 

2.50 

2,50,000 

5 

4,00,000 

2.50 

5.00,000 

Others 

5.00 

5,00,000 

6 

4,80,000 

5.00 

10.00,000 

Total Variable 

Cost 32.50 

32,50,000 

51 

40,80,000 

28.50 

57,00,000 

Contribution 

17.50 

1,75,000 

29 

23,20,000 

11.50 

23,00,000 

P/V Ratio 

35% 


36* % 


28!% 



Total 


Contribution; 

X 

Y 

Z 


Rs. 

= 17,50,000 
= 23,20,000 
=23,00,000 


Less: Fixed cost 


63,70,000 

46,00,000 


Profit: 

Per cent on total sales 


17,70,000 

1 7,70,000X100 

1,94,00,000 
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.r nHuction of Z is not undertaken and is confined to X 1,00,000 units 
and Y 80,000 units then contribution of: 


X 

Y 

Less Fixed costs 
Hence Loss 


Rs. 

Rs. 

17,50,000 


23,20,000 


... ■ — 

40,70,000 


46,00,000 

Rs. 

5,30,000 


C t con Co Ltd., is a large manufacturing organisation having more than 
J< faJloric* spread all over India. It is mainly engaged in manufacture of 
a dozen factor P have advi$ed lhc com pany to export at least 1 lakh 

a Product * ^ f onc of ils factories situated on the Coast. The export 
tonnes p cr annum specifications necessitating higher expenditure for 

mark . C f!,rture Tht improved priduct for export market is Y . As a resul of 
manufacture. » 1 v wagon supplics haV e been severely affected, 

t he shortag coasta l factory, resulting in heavy accumulation of stocks 

pa ?7 ne E y Jn*^ down of production of this unit to 75 per cent of its rated 
and acUy P The additional factors to be considered are as follows 
^ (i) The coastal factory has an annual capacity of 4.0 lakh tonnes per 

annum whilst producing X’; this capacity gets reduced to 3.0 lakh 
tonnes per annum whilst manufacturing product Y . 

Product “X” fetches Rs. 280 per tonne from the domestic sales, out 
of which Rs. 38 per tonne are paid to Govt., as Excise Duty Rs. 2 as 
commission to stockists and Rs. 40 for outward freight (on an 
average on despatches to consumers. 

mil In the export market. Product * Y" would realise Rs. 220 per tonne 

' but it would cost the company Rs. 60 per tonne on steamer freight 

and Rs. 14 per tonne for transportation expenses to the Indian port 
and for loading in ships. 

(iv) The Govt., has offered an Export Subsidy at 15 per cent of the 
Realisation Value F.O.B. Indian Port. 

M The cost of manufacture of Product “X” at the coastal plant is 
estimated as follows on the basis of 4 lakh tonnes of production 
per annum 


Raw materials 

Fuel 

Power 

Other consumables 

Labour 

Depreciation 

♦Recovery of Research Expenses by Head Office 
♦Head Office Administration & Marketing 
Expenses 


Rs./T 

22 

50 

24 

14 
10 
10 

5 

15 
i so 


♦Apportioned on basis of Rated Capacity. 
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(vi) There is a long-term contract with labour and in view of labour’s 
assurance not to strike work or to ask for wages in excess of the 
specified grades, the management has assured them of continuity of 
work and replacement of all decreases due to natural attrition, etc. 

(vii) Product “Y” entails an extra conversion cost of Rs. 20 per tonne as 
compared to conversion cost of product “X”. 

On the basis of the above facts, you are required to prepare a report for 
the Board of Directors of Jessop Co. Ltd., to enable them to take a decision 
on the Govt.’s recommendation for producing product “Y” for export. 

Solution: 


2 


Capacity for producing X 4 Lakh tonnes 
»» »• ,* Y 3 „ „ 

When 1 lakh tonne Y is produced then Y capacity will 
lakh tonnes which in term of X capacity will amount to 

4 lakh tonnes 
3 lakh tonnes 

g 

= -j- lakh tonnes= 266667 tonnes. 


get reduced to 


X 2 lakh tonnes. 


X 

2,66,667 tonnes 

Y 

1,00,000 tonnes 

Total 

3,66,667 tonnes. 

Per Total 

Per 

Total 


tonne 

tonne 



Rs. Rs. 

Rs. 

Rs. 

Rs. 


Selling price 

280 7,46,66,760 

220 22,20,00,000 9,66.66,760 

Raw materials 

22 

22 

Fuel 

50 

50 

Power 

24 

24 

Other consumables 

14 

14 

Excise Duty 

38 


Commission to 
Stockists 

2 


Freight outward 
Steamer Freight 

40 

60 

Transportation Exp. 


14 

Extra conversion cost 


20 

Variable costs per 



unit 

190 

204 

Less: Export subsidy 
15% of Rs. 220 


33 



171 

Contribution 


Margin 

90 

49 

Per Cent 

32% 

22% 
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Total contribution : 

X 2,66,667 
Y 1.00,000 


X 

X 


Rs. 90 
Rs 49 


Rs 

2,40,00,030 

49,00,000 


2,89,00,030 


I ess : Fixed costs 
Labhour Rs. 10 per tonne 
Depreciation Rs. 10 per tonne 
Recovery of Research Exp. @ 
Rs. 5/- per tonne 
H.O. Adm. & Marketing bxp. 


Rs. 

40,00,000 

40,00.000 

20,00,000 

60,00,000 


1,60,00,000 


Profit 
Per cent of Sales 


1.29,00,030 

13% 


rci - . . . . . 

lf production of X is only carried on. the rated capacity is 4 lakhs, 
m transport bottleneck it is pegged down to 75 / G i.e. 3 lakhs tonnes, 
but due to uansp 300000 X Rs. 280 = 8,40,00,000 

Sales Rs 

Contribution 300,000 units X Rs. 90 = 270,00,000 

Less Fixed costs _1_60,00^00 


Profit 

Per cent of sales 


110,00,000 


110,00,000 

100 - 13%. 


840.00,000 

Report to the Board of Directors of Jessop Co. Ltd. . 

As desired I am submitting my report, substantiated by the following 

information: 

Production & Sales Mix of .— 

X Y 


Production and 
sale of X only 


Sales 

Variable 

costs 


Total Units units 


units 

266667 

Rs. 

7,46,66,760 

5,06,66,730 


units 

1 , 00,000 

Ks. 

2,20,00,000 

171,00,000 


3,66,667 

Rs. 

9,66,66,760 

6,77,66,730 


3,00,000 

Rs. 

840,00,000 

570,00,000 


Contribution 

margin 

Percent 


2,40,00,030 

32% 


Less fixed costs 


49,00,000 

22 % 

Profit Rs. 


2,89,00,030 

1,60,00,000 

1,29,00,030 


270,00,000 

32% 

1,60,00,000 

110 , 00,000 


Per cent of Sales 13% Rs. 13%. 

The company has more than a dozen factories spread all over India. It 
is mainly engaged in the manufacture of X product which is meant for home 

consumption. . ... . 

(1) The product and sales-mix of X & Y will result in greater utilisation 
of production facilities. It will increase from 3 lakh units of X to 
366667 units of both X & Y. 
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( 2 ) 


( 3 ) 

(4) 


(5) 


Th e co mp a ny wiU get an opportunity to get into the international 
market and will also earn scarce foreign exchange. 

The benefits of export subsidy and import etitlemcnt will also be 
comjng forth. De 

Un d er the two alternative the percentage of profit to sales is the same 
i.e. li/o, so the Company by manufacturing 100,000 units of Y 
which is an improved product over X will not lose by way of profit. 

Although the contribution margin is 22% in Y which is 32% in case 
ot X, but the other advantages mentioned above will more than 
compensate this disadvantage. 

The company will in the long run gain by improving the quality of its 
product and getting into the foreign market. 4 y ,ts 

Case 3 

lm -3.® §“ alil y Ci g ar t ct V^ Manufacturin g Co. Ltd. (QCML) having a paid 
up Eqtnty Share Capital of Rs. 2.5 crores, manufactures and sells four popular 
varieties (of cigarettes. It ha* an annual manufacturing capacity of 18 crores 
packets of 10 cigarettes each) The product-wise sales and sales prices of QCML 
during the financial year ended 31st December, 1977 were as under 


Trade name of cigarettes 

Janta 

Playboy 

Royal 

Supreme 


Price per 
packet of 10 

60 P 
Rs. 1 
Rs. 1.50 
Rs. 2.25 


Total 


No. of 
packets sold 

12,40,00,000 

3.72,00,000 

99,20,000 

99,20,000 

18,10,40,000 


The Chief Engineer of QCML feels that the plant was operated excessively 
during 1977. He recommended that in the interest of efficient maintenance, the 
plant should be operated at not more than 90% if its total capacity. 

The following is a summary of QCML’s total sales income, manufactur¬ 
ing and overhead expenses and net profit for the year 1977 :— 


Sales 

Janta 

744.00 

Playboy 

372.00 

(Rupees in lakhs) 

Royal Supreme 

148.80 223.20 

Total 

1,488.00 

Direct materials 

consumed 

162.40 

43.00 

29.50 

20.10 

255.00 

Direct wages 
and salaries 

51.60 

10.10 

7.80 

11.50 

81.00 

Direct Manufact¬ 
uring evpenses 

588.80 

181.05 

96.50 

135.65 

1,002.00 

Cost of goods 

sold 

802.80 

234.15 

133.80 

167.25 

1,338.00 

Gross profit/ 
loss 

-58.80 

+ 137.85 

+ 15.00 

+ 55.95 

+ 150.00 
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Administrative and 
General expenses 
Fixed 
Variable 


10.00 

75.00 


Janta Playboy Royal 


Selling expenses 30 2.40 6.10 

Depreciation 

(Straight line) 

Interest charges 


Supreme 


8.20 


Total operating expenses 


Total 

Rs. 

85.00 

17.00 

16.00 

4.00 

122.00 


Net profit (before tax) 


28.00 


The Directors of QCML arc worried about the smallness of profit. Con¬ 
sequently, on the advice of the Sales Director, a market survey of the company s 
products was carried out by a team of experts. After a careful and >ntensi 
survey the team has come to the conclusion that the sales levels of all the four 
brands for cigarettes marketed by QCML are sensitive to changes in unit prices. 
The team is of the opinion that a small increase or decrease over unit prices ob¬ 
tained during 1977 would bring about a corresponding decrease or increase over 
the sales levels attained during 1977 for all the four brands. Their estimates of 
price changes and corresponding changes in sales volumes for each of the tour 
brands are tabulated below : 


Brand 

If price per 
packet is 

in-creased by 

Qualitative sales 
for 1977 will be 
reduced by 
about 

If price per 
packet is 
decreased by 

Quantitative sales 
for 1977 will be 
increased by 
about 

Janata 

10P 

25% 

10P 

25% 

Playboy 

20P 

124% 

20P 

10% 

Royal 

10P 

5% 

25P (A) 

50% (B) 

Supreme 

25P 

33}% (C) 

25P 

20% 


(A) Decrease in price will have to be supported by additional sales 
expenses of Rs. 5 lakhs to attain the estimated level of 50% increase in sales. 

(B) Increased turnover will entail 20% reduction in unit cost of manu¬ 
facture for 1977. 


(C) Decreased turnover will entail 10% rise in unit cost of manufacture 
for 1977. 


The Directors of QCML request you to advise them regarding the adjust¬ 
ments in product-wise manufacture and sales price which they should 
follow during the year 1978 on the basis of the above data. Prepare your 
report to the Directors incorporating a summary of the financial implications 
of your recommendations to them. 
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Solution 


QUALITY CIGARETTES MANUFACTURING CO. LTD. 


Particulars 

Janata 

Playboy 

Royal 

Supreme 

Rs. in lacs. 
Total 

Sales 

744.00 

372.00 

148.80 

223.20 

1,488.00 


50% 

25% 

10% 

15% 

100% 

Materials 

162.40 

43.00 

29.50 

20.10 

255.00 

Wages 

51.60 

10.10 

7.80 

11.50 

81 no 

Direct Manufacturing 





Expenses 

588.80 

181.05 

96.50 

135.60 

1.002 On 

Variable Admn. and 





General Expenses 

37.50 

18.75 

7.50 

11.25 

75.00 

Selling expenses 

.30 

2.40 

6.10 

8.20 

17.00 

Total variable Costs 

840.60 

255.30 

147.40 

186.70 

BSXEIftSri 

Contribution Margin 

-96.60 

116.70 

31% 

1.40 

1% 

36.50 

16% 

58.00 

4%_ 


/. Janata 


Increase in selling price (10 paise per packet) will lead to reduction in 
quantitiy sold by 25%. Hcncc quamtty sold is .75 X 12,40,00,000 

=9,30,00,000 units 


In lakhs of Rs. 

Revenue =70PX9,30,0 ‘,000 = 651.00 

Variable costs 3/4 of8,40,60,000 = 630.45 


Contribution Margin 


= Rs. 20.55 


3%. 

Increase in selling price by 10 paise per packet will result in contribution 
margin of Rs. 20.55 lakhs. 

Decrease in price by 10 paise will result in increase of sales by 25%. Since 
the variable cost per unit will be the same, this reduction in price will further 
contribute to increase in losses, because this brand is already sold at a loss. 

Hence increasing the price by 10 paise is the best of the available 
alternatives. 

II. Playboy 

(i) Increase in price by 20 paise will result in decrease in sales by 12J%. 
Hence quantity sold is 875X372,00,000=3,25,50,000 units. 

In lacs of Rupees 

Revenue =Rs. 1.20X3,25,50,000 390.60 

Variable costs =.875 of Rs. 2,55,30,000 223.39 


Contribution Margin 167.21 


43%. 

(ii) Decrease in price by 20 paise will result in increase in sales by 10%. 
(i.e. sales are 1.10x3,72,00,000 

=4,09,20,000 units 
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In lacs 

Revenue =80Px 4,09,20,000 

= 327.36 

Variable costs Rs. 1.10x2,55,30,000 

= 280.83 

Contribution Margin 

Rs. 46.53 
14%. 

Continuing with existing price 

Contribution Margin 

- 116.70 


31%. 


Bv increasing the price, a contribution of 43% results which is the 
highest among the three alternatives. Hence increasing the price is the best 
alternative. 

Ill Royal 

(i) Increasing price by 10% will result in reduction of 5% in the sales, 
(i.e. sales are 0.95 X 99,20,000=94,24,000 units) 

In lacs of rupees 
= 150.78 
= 140.03 


Sales revenue Rs. 1.60x94,24,000 
Variable costs .95 of Rs. 1,47,40,000 


Contribution margin 


Rs. 10.75 
7% 


(ii) Decreasing price by 25 paise will result in increase in sales by 50%. 
(i.e. sales are 1.5X99,20,000=1,48,80,000 units) 

In lacs of rupees 

Sales revenue Rs. 1.25 x 1,48,80,000 = 186.00 

Variable costs : 147.40 

+ 50% 7 3.70 

221.10 

Less 20% 44.22 

Additional sales expenses 

Contribution Margin 


176.88 

5.00 


181.88 
Rs. 4.12 
= 2 . 2 % 


(iii) Continue with existing price : 
Contribution margin 


In lakhs of rupees 
1.40 

1 % 

By comparing the% contribution margin we conclude that the best course 
of action is increasing the price. 

IV Supreme : 

(i) Increasing the price by 25 paise results in reduction of sales by 334%. 
(i.e. sales are 665% of 99,20,000=66,13,333) units. 
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In lakhs of rupees 

Sales revenue Rs 2.50x66,13,333 =165.33 

Variable costs=[(66| of Rs. 186,70.000)+10%) =136.91 


Contribution margin =28.42 

17% 

(ii) Decreasing price by 25 paise results in increase of sales by 20%. 
(/.*. sales are 1.2x99,20,000=1,19,04,000) units 


Sales revenue=2.00x1,19,04,000 
Variable costs=1.2x 186.70 

Contribution margin 


In lakes of rupees 

= 238.08 
= 224.04 

Rs. 14.04 


Continue with the existing price. 
Contribution margin 


6% 

In lakhs of rupees 
= 36.50 
= 16%. 


Comparing the three alternatives we conclude that increasing the price is 
the best. 


Brand 

Quantity 

Janata 

9,30,00,000 

Playboy 

3.25,50.000 

Royal 

94,24,000 

Supreme 

66,13,333 


14,15,87,333 


Available capacity=0.9X 18 crores=16.2 crores. 


16,20,00,000 

14,15,87,333 


Surplus Capacity 2,04,12,667 


This capacity may be utilised for the production of following brands in 
order of listing. This order is based on the contribution per unit i.e. (unit 
price X % of contribution) for each brand. 


Brand 


Contribution (Unit Rs.) 


1. Playboy 

2. Supreme 

3. Royal 

4. Janata 


0.516 (.43X1.20) 
0.425 (.17X2.50) 
0.112 (.07X1.60) 
0.021 (.03 X .70) 


marginal costing 
Case A fo- 4 

Bubble Soap Ltd. (BSL) manufacture and sell three varieties of soaps. 
~ 1077 the sales prices obtained for luxury soap, toilet soap and bar soap 

During ^ £ e j anl j j^ s i 50 per unit and units sold were 3,00,000, 8,00,000 
and^ 2 , 00,000 respectively. Direct costs per unit were as follows : 


Bye-products realise 20% of cost of direct materials for all three varieties. 
Administrative and other overhead charges during the year amounted to 
Rs. 3,60,000, sales expenses to Rs. 90,000 and depreciation charges to 1,50,000. 

The sales Manager has made the following proposals for 1978 for 
consideration of the directors of BSL: 

(i) Increase the price of luxury soap to Rs. 4.50 per unit. The wrapping 
material needs to be improved for this purpose and it will involve an 
additional cost of 10 paise per unit. Also Rs. 30,000 will have to be 
incurred for special publicity. Despite these steps, there is a possi¬ 
bility that the increased price may bring about reduction in sales to 
Rs. 2,50,000 or even 2,00,000 units during 1978. 

(ii) Decrease the price of toilet soap to 70 paise per unit. This decrease 
in price, aided by publicity expenditure of Rs. 15,000 is expected to 
boost up the sales to 12,50,000 units in 1978. 

(iii) Discontinue production of bar soap and instead produce soap flakes, 
which would sell for Rs. 2.50 per box. It is expected that 10,00,000 
boxes of soap flakes will be sold in 1978. The direct cost per box of 
soap flakes as worked cut by the production manager is as under : 



Rs. 

Materials 

1.20 

Labour 

0.40 

Other manufacturing and packing expenses 

0.30 


Rs. 1.90 


Bye-product from soap flakes is estimated to realise 15 per cent of the 
cost of direct materials used. To produce soap flakes, some alterations and 
additions to existing machinery amounting to Rs. 1,50,000 will have to be 
carried out. This will also disrupt production (of bar soap unit only) for a 
period of three months. Other initial expenses for promotion of sale of soap 
flakes are estimated at Rs. 75,000. 

Prepare a report for the Directors of BSL to assist them in taking 
decisions on the proposals of the sales Manager. Also prepare a projected 
statement of Profit & Loss account for 1978 on the basis of your recommenda¬ 
tions. You may qualify your report suitably to take into account a possible 
fall in the sale of luxury soap if the price is increased. 



Solution 


Luxury 

Toilet 

Bar 

Soap flakes 

Units 

Units 

Units 

Units 





Per Total 

Per Total Per Total 

a year 
Per for 9 

Unit 

Unit 

Unit 

Unit months 

Rs. Rs. 

Rs. Rs. Rs. Rs. 

Rs. Rs. 750.000 

Selling 




price 4.00 12,00,000 

1.00 800,000 1.50 18,00,000 

2.50 18,75,000 

Materials 2.80 

0.600 

0.60 

1.20 

Labour 0.40 

0.100 

0.30 

0.40 

Other Mfg. 




& packing 




expenses 0.20 

0.050 

0.25 

0.30 

Sales 


0.0375 Sales 


expenses 0.10 

0.025 

promotion 0.10 

(12: 8 : 18) 


Add: 

0.20 



machinery 

3.50 

0.775 

1.1875 

2.20 

Less 




Sales of by¬ 




products 0.56 

0.120 

0.1200 

0.18 

Total vari¬ 




able cost 2.94 

0.655 

1.0675 

2.02 

Contri¬ 




bution 




margin 1.06 

0.345 

0.4325 

0.48 

Percen¬ 




tage 26.5% 

34.5% 

28.83% 

19.2% 

Physical 




volume% 




(total capa¬ 




city 2300,000 




units 




(3:8: 12) 13% 

35% 

52% 



Luxury 

Toilet 

Proposals for 1978 

Rs. 200,000 units 1250,000 units. 



Rs. 

Rs. 

Selling price 


4.50 

0.90 

Variable cost 


2.94 

0.655 

Add cost of 




Wrapping material 


0.10 


Special publicity Rs 30,000/- 

0.15 Publicity 

0.012 

Total variable cost 


3.19 

0.667 

Contribution 


1.31 

0.233 

Percentage 


29.1% 

25.88% 
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Projected Profit & Loss Account 


To variable costs: 

200,000 units of luxury 
soap @ R s - 

800,000 units of Toilet 
soap @ R s - '^55 
1200,000 units of 
Bar soap % Rs- 1-0675 

Fixed costs: 

Admn. & other 

overheads 

Dcp. charges 
Next profit before 
tax 


Rs. 

By Sale- 

200 , 000 units of luxury 

Rs 

638,000 

soap @ Rs. 4.50 

8000,000 units of Toilet 

9,00,000 

524,000 

soap @ Re, 1/- 
1200,000 units of 

8 ,00,000 

1281,000 

Bar soap @ Rs. 1.50 

18,00,000 

360,000 

150,000 



547,000 



3500,000 


3500,000 


Report to the Directors of Bharat Soap Ltd. 
For 1977 



Units 

Rs. 

Rate 

Rs. 

Sales 

Rs. 

Contribution 

Margin 

R. 

% 

Contribution 

Margin 

Luxury 

Toilet 

Bar 

300,000 

800,000 

1200,000 

4/- 12,00,000 

1 /- 8,00,000 

1.50 18,00.000 

Proposal for 1978 

3,18,000 

2,76,000 

5,19,000 

26.5% 

34.5% 

28,83% 


Units 

Rate 

per 

Unit 

Rs. 

Total 

sales 

Rs 

Contribution 

Margin 

Rs. 

% 

Contribution 

Margin. 

Luxury 

200,000 

4.50 

900,000 

262,000 

29.1% 

Toilet 

1250,000 

.90 

1125,000 

291,250 

25.8% 

Soap flakes 

750,000 

2.50 

1875,000 

360,000 

19.2% 


(i) Increase in price of Luxury Soap from Rs. 4 to Rs. 4.50 as recommend¬ 
ed by the sales manage is profitable. 

Sales 300,000 Units @ Rs. 4—Contribution margin Rs. 1.06 per unit 26.5% 
„ 200,000 „ @ Rs. 4.50— „ „ Rs. 131 „ ,. 29% 

(ii) Decrease in price of Toilet Soap from Re. 1/- to 90 Paise is not 
profitable. 'It will ‘reduce the percentage of contribution margin from 34.5% to 
25.88%. 
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(iii) Production of Bar Soap be continued. It should not be changed 
tor boap Flakes because the contribution margin of Bar Soap is 28.83% and 
ot Soap Flakes is only 19.2%. Assuming that the benefit of additional machinery 
amounting to Rs. 150000 will continue for 10 years then the total variable cost 
will amount to Rs. 1.84 (Rs. 2.02—0.18) and the contribution margin Re. 0 66 

( .u i rn ? s ' 184) * ln tcrms of percentage it is 26.4% which is less than 
that of Bar Soap. 

Case 5 


Dynamic Manufactures Ltd. (DML) produce and sell two items, X and 
Y using raw materials A, B and C in the ratio of 2:2:1: for X and raw material 
B, C and D. in the ratio of 3:2:4 for Y. Raw material D is in short supply 

and w.ll be available only from 1st July 1970. The prices of raw materials per 

Kg. are as under:— r 


Rs. 

A ... 5 

B ... 10 

C ... 15 

D ... 40 

Direct conversion cost for X is Rs. 6 per kg. and for Y, Rs. 5 per kg 
Fixed charges of DML are Rs. 24,00,000 per annum. X sells in the market 
at Rs. 20 per kg. and Y sells at Rs. 35 per kg. Market demand for X is steady 
at 30,000 kg. per month. However, Y has a seasonal peak demand from 
August to October each year and during this period, Y is expected to sell at 
Rs. 45 per kg. The following is the forecast of market demand (in kg.) for 

Y for the six monthly period July to December, 1970. 

July August September October November December Total 

5,000 15,000 60,000 30,000 5,000 5,000 1,20,000 

DML’s production facilities are so devised that every month 30,000 kg. 
of X and 20,000 kg. of Y can be produced. If, however, the production of 

Y has to be stepped up beyond 20,000 Kg., then for every additional Kg. of Y, 
production of 2Kg. of X will have to be foregone. 

As on 1st July 1970 there will be 20,000 kg. of X in stock but no stock 
of Y. The directors are anxious to maximise the profits of DML and they 
seek your advice. You are required: (i) to draw up the production and sales 
programmes of DML for the period July to December 1970, (ii) to prepare a 
statement of estimated profits for the above period on the basis of the pro. 
gramme recommended by you; and (iii) to prepare a brief report for the 
Directors of DML with explanatory notes on your recommendations. 

Solution 


DYNAMIC MANUFACTURES LTD. 



Product 

Product 


X 


Y 


Rs. 


Rs. 

Raw materials: 

A 2 kgs. @ Rs. 5/- 

10 



B 2 kgs. @ Rs.10/- 

20 

B 3 kgs. @ Rs. 10 

30 

C 1 kg. @ Rs. 15/- 

15 

C 2kgs. @ Rs. 15 

30 


D 5 kgs. @ Rs. 40/- 

200 

Total 5 kgs. 

Rs. 45 

Total 10 kgs. Rs. 

260 
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Rs. 

Therefore 1 kg. 26 

5 

31 
35 

Rs. 4 

11.43%. 

Cont. margin 
in peak season: 

Rs. 

S P. 45 

V.C. 31 

Rs. 14 

31% 

In peak season production of l kg. of Y >vjili eiUil a reiu:tio.i of 
2 kgs. of X. 

Production & Sales programme 



July 

Aug. 

Sept. 

Oct. 

Nov. 

Dec. 

Product 

X 

Opening stock 
Production 

t 

20,000 

30,000 

20,000 

30,000 

20,000 

0 

10,000 

0 

30,000 

0 

30,000 

Total 

Sales 

50,000 

30,000 

50.000 

30,000 

20,000 

20,000 

© © 

30,000 

30,000 

30,000 

30,000 

Balance 

20,COO 

20,000 

— 

— 

— 

— 

Y 

Opening stock 
Production 

20,000 

Peak period 
(August—Oct) 

15,000 20,000 

20,000 35,000 

30,000 

50,00 

5,000 

Total: 

Sales 

20,000 

5,000 

35,000 

15,000 

55,000 

55,000 

30,000 

30,000 

5,000 

5,000 

5,000 

5,000 


Rs. 

Therefore 1kg. 9 

Conversion Cost per kg. 6 

Total variable cost 15 

Selling price perjkg. 20 

Contribution margin Rs. 5 

% of Contribution margin 25% 


Balance 


15,000 20,000 
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Statement of Profit 


X 

„ Rs 

Cont. margin on 150,000 

units @ Rs. 5/- 7,50,000 


7,50,000 

Total Contribution X 

Y 


Y 

Rs. 

15000X Rs. 4 60,000 

(during slack period) 

100000 x R. 14 1,400,000 

1,46,00,000 

7.50,000 

1,46,000 


221,000 

Less Fixed cost for 6 months 1,200,000 

Profit 10,10,000 


In the month of July one unit of Y fetches only a contribution of Rs. 4/- 
as compared to Rs. 14 the contribution per unit during the peak months of 
August—October. In the month of Sept, the demand is of Rs. 60,000 units 
but as per programme only 550,00 units could be sold. Suppose it is possible 
not to sell any units of Y in the month of July, then those 5000 units can be 
stored and the Co., will be in a position to fulfill the demand of 60,000 units 
in the month of Sept. Hence there will be an increase of profit of 5000 (14—4) 

i.e. Rs. 50000. The N.P. will be Rs. 1060,000/- 

EXERCISES 

1. “Break-even-chart must be applied with an intelligent discrimination; 
with an adequate grasp of assumptions underlying the technique and of the 
limitations surrounding its practical applications”. 

Eulcidate the statement, giving suitable illustrations. 

2. What do you understand by the following: 

(i) Break-even-point 

(ii) Profit-volume ratio. 

3. What is the effect of the following: on the break-even point and on 
the profit-volume ratio: 

(i) Increase in physical sales (no. of units) 

(ii) Increase in raw material cost 

(iii) Decrease in total fixed cost. 

Give reason in support of your answer. 

4. It has been said that marginal costs are used primarily in guiding 
decisions yet to be made. Explain the above statement by choosing two 
examples with illustrative figures. 

5. From the following data calculate (1) the value of the output at 
which the business breakseven and 
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(ii) the percentage capacity at which it breaks-even: 

Budget for the Estimated shut-down 

year 19-based Expenditure 

on 100% capacity 



Rs. 

Rs. 

Direct wages 

209,964 


materials 

244,552 


Works expenses 

181,820 

93,528 

Selling & distribution 
expenses 

61,188 

40,188 

Adm. expenses 

30,000 

20,508 

Net sales 

840,000 


6 . Calculate Margin of Safety from the following data: 



Company 

Company 


A 

B 


Rs. 

Rs. 

Sales 

100,000 

100,000 

Variable cost 

50,000 

30,000 

Fixed cost 

30,000 

50,000 

Profit 

20,000 

20,000 


7. ABC company Ltd. Manufactures a product whose cost structure is 
given below: 

Variable cost per unit 10 paise 

Fixed cost (per month) Rs. 1000 

Sales are at present 10000 units per month at 30 paise per unit. 

(a) A proposal to extend the sales to a foreign buyer has come, where 
demand for additional 5000 units per month is expected. However, in order 
to do this, it will be necessary to absorb additional shipping costs and duties 
amounting to 12 paise per unit. Will the foreign business be profitable? 

(b) A domestic store has offered to take 5000 units per month at 18 
paise per unit. Should this order be accepted in place of the foreign order? 

(c) The sales department proposes to reduce the selling price of the 
product to increase sales. The following estimates of sales volume at various 
prices are made. 

30 paise per unit (present price) 10000 units per month 

25 „ „ „ 14000 

20 „ „ „ 19000 


Assuming that the above estimates are correct should the company reduce 
the price? If so to what level? 


8 . Bharat Agricultural Implements Ltd., which is producing plough¬ 
share finds its sales dropping due to increased competition. The management of 
this company feels that a reduction of the selling price from Rs. 3/- per unit 
to Rs. 2.50 will increase the volume of sales and enable the profit to be main¬ 
tained at the same level as in the previous year. 

The fixed costs of the company are Rs. 200,000/- per annum, variable cost 
per unit Rs. 1.50 and the valume of sales Rs. 450,000 indicate the number of 
units that the company should plan to produce and sell. 
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Tabulate the result of the previous year and the current year (a) showing 
the number of units produced, (b) selling price realised (c) cost price (including 
fixed & variable costs) and (d) the profits at the end of the year. 

9. A departmental store has three departments: grocery, general 
merchandise and drugs. Management is considering dropping grocery which 
has consistently shown a loss. The present position is as follows:— 

(Figures in thousands of rupees) 




Departments 



Total 

Grocery 

General 

merchandise 

Drugs 


Rs. 

Rs. 

Rs. 

Rs. 

Sales 

1,900 

1,000 

800 

100 

Variable cost of goods sold 
and expenses 

1,420 

800 

560 

60 

Contribution 

480 

200 

240 

40 

Margin 

(25%) 

(20%) 

(30%) 

(40%) 

Fixed Expenses: 

•Separable 

265 

150 

100 

15 

Joint-but allocated 

180 

60 

100 

20 

Total Fixed Expenses 

445 

210 

200 

35 

Net profit (loss) 

35 

(-10) 

40 

5 


•Denotes costs which could be avoided by not operating the department. 


Assume that alternatives are to drop or continue the grocery department. 
Assume further that total assets invested will not be affected by the decision. 
The vacated space will be idle. Which alternative would you recommend? 

10. A biscuit manufacturing firm produces three varieties of biscuits— 
plain, salted and cream. The firm is now proposing an intensive sales promotion 
programme for 3 months during which period a trinket costing 60 paisa will 
be given away with the purchase of a box of one particular variety of biscuits. 
The variety to be promoted is being selected on the basis of the following 
figures:— 


Regular selling price per box 
Standard cost of sales 
Contribution margin ratio 
Anticipated increase in sales 
because of trinket 


Plain 

Salted 

Cream 

Rs. 

Rs. 

Rs. 

5.00 

4.00 

6.00 

4.40 

2.80 

5.20 

20 % 

40% 

30% 

2 ,00,000 

1 ,10,000 

80,000 

boxes 

boxes 

boxes 


Prepare a report for the management of the firm giving your recommenda¬ 
tions of the variety to be selected for intensive sales promotion. 

11. The Modem Products Company has been selling its product at a 
price of Re. 0.80 and has decided to investigate the possibility of increasing the 
price to compensate for recent increases in operating costs. The controller oi 
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the company has analysed the company's costs, and although, he recognises that 
his analysis is imperfect, he has derived the following cost estimates:— 

Operating costs 


Monthly output Fixed cost Marginal costs 

(units) per unit 

R s Rs. 


50,000 and less 

• • • 

10,000 

0.60 

50,001— 60,000 

• • • 

10,000 

0.61 

60,001— 70,000 

• • • 

10,000 

0.62 

70,001- 80,000 

• • • 

11,000 

0.64 

80,001- 90,000 

• • • 

11,000 

0.67 

90,001-100,000 

• • • 

11,000 

0.71 

100 , 001 - 110,000 

• • • 

12,000 

0.75 

110 ,001—120,000 

• • • 

12,000 

0.79 

120.001—130,000 

• • • 

13,000 

0.85 


The market research department has recently studied prices and perfor¬ 
mance of competitive products and has derived an estimate of the effect of 
price on sales valume. The manager of market research has presented the 
following figures to the controller hesitantly, saying that he docs not know how 
reliable they are but that they are the best he can produce. He adds that in 
good years, sales would exceed these figures, but on the whole, he thinks his 
estimates would be borne out. 

Price per Unit Monthly Units Sales 

Rs. 


0.75 

1 . 00,000 

0.80 

90,000 

0.85 

80,000 

0.90 

70,000 

0.95 

60,000 

1.00 

50,000 


On the basis of the above data, prepare a statement to indicate the most profit¬ 
able price at which the product may be sold. 

12. The Hindustan Clock Manufacturers Ltd., (HCML) manufactures 
clocks in two models, A and B. Both models are sold through wholesalers to 
retail shops. Model A is a very accurate and sophisticated timepiece while 
model B is designed for the mass market. 

The two models can be produced interchangeably by the manufacturing 
facilities installed and the work force employed. However, because of the 
greater care required in the manufacture of model A, fewer A clocks can be 
produced in any time period. The production capacities and costs for the two 
models are as follows: 

Maximum production for each model 12,000 per month, 30,000 per month 
if the other is not made. 


Sales price per unit 
Variable direct costs 


Model A 
Rs. 200 
Rs. 120 


Model B 
Rs. 50 
Rs. 20 
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The fixed costs are Rs. 6,30,000 per month. 

(a) What is the break-even point (in units and rupees) if HCML make— 

(i) only model A 

(ii) only model B and 

(iii) equal numbers of models A and B? 

(b) If at the present time the demand for model B is 15,000 clocks per 
month, how many model A clocks should HCML make and sell each month— 

(i) to break even 

(ii) to make a profit of Rs. 1,00,000 

(iii) to make a profit of 5 per cent of sales and 

(iv) to make a profit of Rs. 10 per unit on model A? 

(c) Within the limits of production capacity what is the maximum profit 
HCML can make and how many units of each model must be sold— 

(i) if by contract, HCML are required to make 20,000 B models per 
month and 

(ii) if competition forces HCML to reduce the sales price of model A by 
Rs. 10 per unit? 


13. From the following 

data, 

prepare a profit variation 

statement 

indicating the various factors and the 
contributed to the variation of profit: 

extent to which each such 

(Rs. in lakhs) 

I Year 

factor has 

11 Year 

Material input 


254.00 

352.05 

Wages 


76.20 

105.15 

Variable overheads 


30.80 

38.00 

Fixed overheads 


157.50 

160.20 

Net profit 


51.50 

97.00 


During the II year material prices increased by 10% and usage rates 
increased by 5%. Sales prices were also increased by 10%. 


14. (i) XYZ Ltd. sells its products for Rs. 10 per unit. If the Com¬ 

pany’s fixed costs are at Rs. 18,000 per month and the unit 
break-even point is 6,000 units per month, what is the variable 
cost per unit? 

(ii) ABC Ltd., makes a monthly profit (after taxes at 40 per cent) 
of Rs. 2,400 on sales of Rs. 88,000. If the product has a sales 
price of Rs. 20 per unit and a variable cost of Rs. 15 per unit. 

(a) what is the monthly fixed cost? 

(b) what is the break-even point? 

15. The Short Manufacturing Company manufactures two products, A 
and B. The company is having difficulty in making sufficient sales to employ 
present plant capacity. A new customer offers a large repeating contract for 
Product A at Rs. 10/- each and for Product B at Rs. 18/- each. The following 
data are available (assume the old market will not be affected) : 
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Product 

Product 


A 

B 


Rs. 

Rs. 

Direct labour 

6,000 

15,000 

Direct material 

3,000 

5,000 

Fixed factory overhead 

12,000 

20,000 

Variable factory overhead 

3,000 

4,000 

Packing, shipping, and other 
variable costs 

4,800 

1,000 

Administration and Sales overhead 

9,000 

15,000 

Current sales : 

Average quantity (units) 

4,000 

2.500 

A A 

Units sales price 

14 

20 


Assume the new contract will not increase fixed costs and administrative 
and selling overhead. 

Required : 

(a) Compute the breakeven point for each product separately. 

(b) Based on the data given, should the contract be accepted? Support 
your conclusion with computations. 

(c) What is the minimum price and volume for each product that could 
be accepted under the new offer? 

16. Makewell Ltd. manufactures filing cabinets. For the current year, 
the company expects to sell 4,000 cabinets involving it in a loss of Rs. 2,00,000. 
Oniv 40 per cent of the plant normal capacity is being utilised during the current 
year. The fixed costs for the year are Rs. 10,00,000 and fully variable costs 
are 60 per cent of sales value. 

You are required to : 

(a) Prepare break-even chart of the company and calculate therefrom 
the break-even point ; 

(b) Calculate the profit if the eompany operates at 70% of its normal 
capacity ; 

(c) Calculate the sales required to achieve a profit of Rs 6,00,000 ; 

(d) Calculate the revised break-even point if the existing selling prices are 
decreased by 10% (the total fixed costs and variable expenses remain¬ 
ing the same). 

Exercise 17 

The XYZ Manufacturing Co. Ltd., manufactures a single product. The 
standard cost figures are as under : 

Direct materials ... Rs. 35 per unit 

Direct wages ... 8 hours per unit @ Rs. 1.40 per 

hour. 

Overheads are absorbed at the rate of Rs. 6.50 per hour. The normal 
overheads during the period amount to Rs. 49,000 including fixed over¬ 
heads of Rs. 28,000. 

In a given period 7,000 units were manufactured out of which 1000 units 
were found slightly defective. The good and defective units were sold 
during the period as under; 
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6,000 goods units @ Rs. 73.50 per unit. 

1,000 defective units @ Rs. 70/- per unit. 

You are required to prepare a statement for the guidance of the manage¬ 
ment to show: 6 

(i) Contribution Margin 

(ii) Profit 

(iii) P/V Ratio 

Is the P/V ratio adequate having due regard to the fixed ouerhead ratio? 

18. A Company manufactures four lines of standard products. The 
following table depicts certain trading activities of the company for the year 
ended 30th June, 19—. ' 


Product 

Sales 

(units) 

Sales 

(Value) 

Material 

cost 

Labour 

cost 

Varibale 

cost 

Margin 



Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

W 

4000 

64000 

16000 

16000 

12000 

20000 

X 

5000 

100000 

30000 

25000 

20000 

25000 

Y 

10000 

250000 

168000 

32000 

26000 

24000 

Z 

3000 

150000 

36000 

58000 

46000 

10000 



564000 

250000 

131000 

104000 

79000 

Deduct Fixed expenses 




84000 

Net loss during the year 



Rs. 

5000 

The sales department of the company has prepared 

a sales budget for the 

year ending 30th June, 19-as under : 




Prodact 


Units 


Value 


W 


3000 


50,000 


* 

X 


6000 


110,000 



Y 


12500 


300,000 


* 

4 

l 


4000 


200,000 






Rs. 660,000 



State what points should be borne in mind and what further information 
should be elicited while advising the Board of Directors whether they should 
accept or not the sales budget as a basis of operations for the year ahead. 

Make assumptions necessary for the purpose of your answer. 

19. The Profit-Volume Ratio of Hindustan Ltd., is 50% and the Margin 
of Safety is 40%. You are required to work out the net profit and the break¬ 
even point if the sales volume is Rs. 10,00,000/- 

B. Com. 1977 Supplementary 
(Pb. University) 
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20 The following particulars relate to a manufacturing company : 

Per unit 


Sales price 

Variable cost per unit 

Total fixed cost . _ . .. 

Present level of company’s turnover is Rs. 12 lakhs 

Fixed cost is as under : 


Rs. 

12.00 

8.00 

1 , 00 , 00.00 


(a) Upto a turnover of Rs. 15 lakhs 

»» 25 T » 

40 


(b) 

(0 


»» 


100,000 

160,000 

200,000 


•* 


In the years to come the prices are expected to go up in respect of variable 
. l In accordance with the national policy of lowering of prices and 
•easing turnover the management is thinking of affecting price reductions on 
{he basis of turnover as given under a, b & c : 

(a) 5% 

(b) 10% 

(c) 15% 

If the present level of profit is to be maintained, what would be the 
number of units to be sold at various levels of proposed price reduction? 

(M.B A. Pt. I Pb., 1976) 


21. X Co. Ltd’s annual income statement was as follows: 

Rs. 


Sales (10,000 units @ Rs. 10/- 

1,00,000 

Costs : 


Material used 

30,000 

Direct labour 

20,000 

Depreciation—Plant and Machinery 

8,000 

Factory supplies 

4,000 

Supervision 

5,000 

Plant Manager 

10,000 

Taxes and Insurance 

2,000 

Depreciation—Delivery Equipment 

2,000 

Gas, oil and Repairs of Delivery Equipment 

1,500 

Salesmen Commissions 

7,500 

Total cost 

Rs. 90,000 

Profit 

Rs. 10,000 


Materials used, direct labour, factory supplies and gas oil and repairs 
of delivery equipment vary with the number of units sold. Selling commissions 
vary with total sales. You are advised that if the price is reduced 10%, 12000 
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units can be sold, 
reduced? 


No additional facilities are required. Should the price be 

(M.B.A. Pt. I Pb. University) 
1976 


22. (a) Prove that : 


Profit= Margin of safety x Profit/Volume Ratio. Show this graphi¬ 
cally: 

(b) Selling price of a product is Rs. 250. The fixed costs are 
Rs. 200,000 per annum. 5000 units have been produced and 
sold during the year with a variable cost of Rs. 5,00,000. 

Compute the profit; margin of safety and P/V ratio. How does an increase 
of Rs. 1,00,000 in fixed costs affect these three figures? 

(M.B.A. Pt 1 Pb. University 1974) 

23. The relevant data for a period in respect of one of the Divisions of an 
enterprise, manufacturing a single product, are as follows : 

Product Cost 
Variable Rs. 2 per unit 
Fixed Rs. 80,000 
Assets : 

Working capital Rs. 1,00,000 

Fixed Assets Rs. 2,00,000 


Rs. 3,00,000 


The desired rate of reum on the capital employed by the enterprise is 30% 
and the Divisional Manger has fixed the selling price of the product at Rs. 2.5 
per unit. 

(i) Calculate the number of units which the Division should produce and 
sell in order to achieve the target return. 

(ii) The product is also usable as raw material in another Division of the 
same enterprise. It is proposed that out of the total units manu¬ 
factured as at (1) above, 60,000 units be transferred to the other 
Division. The transfer price is a subject of discussion between the two 
Divisional Managers. The transferee is insisting that the price be 
fixed Rs. 2 3 per unit, which is market outside. On the other hand, 
the transferor states rhat if no transfer is made and production is 
curtailed accordingly, there will be reduction in the working capital, 
fixed assets and fixed cost to the extent of Rs. 10,000 each. 

(iii) In case it is agreed that the transfer to the other Division be made at 
a prtce of Rs. 2.3 per unit, at what price should the transferor sell 
the remaining unit so as to maintain the desired return of 30% ? 
Alternatively, how many more units should it produce assuming that 
this will not entail any change in fixed cost, the asset cost or the 
selling price. 


I.C.W.A. (Final) June 78 
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were as under 


Direct Materials 
Direct Labour 
Variable Overheads 
Fixed Overheads 
Net Profit 


1976 

1977 

Rs. 

Rs. 

50,000 

66,000 

30,000 

33,000 

6,000 

7,000 

10.000 

12,000 

4,000 

8,500 


1,00,000 


1,26,500 


Material Prices. Wages Rate and Selling Prices had all an increase of 10% 

• 1 Q 77 as compared to 1976. Prepare a statement showing how much each 

Sctor has contributed to the variance in Net Profit. 


Chapter xx 


STANDARD COSTING 
The Nature Of Standard Costs 

dat ? ma y, bccl a ssificd in 10 two major classes on the basis of time- 
?-°* * fl'u P rede ‘ ermiI ) ed costs - Historical costs are ascertained on 
hf.c T? ?n °J he man V factur ‘" g processes or even at a later date. Data 
thus determined have value in providing information for future use to correct 
or improve practices followed in the past, but the inefficiencies and errors of 
production are not revealed until after the damage has occurred. This short- 
coming in the historical costs encouraged the development of a more satisfactory 
system of costing. Management desires not only historical cost data needed 
in forecasting future costs, but also a yardstick for measurement of current 
production, which led to the development of predetermined costs. Predeter¬ 
mined cost estimates enable management to know before production commences 
what the costs should be so that inefficiency and waste may be detected in 

/ 

$ Predetermined costs based on scientific basis result in standard costs 
with which the actual costs ma/*be compared to measure the extent of variations. 
1 hese variations between the predetermined standard and actual costs, form 
the basis of management review to ascertain the causes of such differences so 
that inefficiency and waste may be eliminated in so far as possible. This 
analytical approach is not confined to any one type of costing system. Standard 
costs may be used in process costing, job costing and departmental costing 
systems with the added feature of cost analysis incorporated therein. 

© The application of standard costs is gaining ground. It is an effective 
tool for managerial control. 'Through a system of standard costs management 
is able to analyse the varations in material costs, labour costs, and overheads 
both on quantitative or effiency basis as well as on cost basis. Variations of 
the actual costs from the standard costs may be further analysed on the basis 
of idle plant and machinery, idle direct labour excessive spoilage or reworking, 
excessive inspection costs, or insufficient factory production volume^ Standard 
costs can be used in a wide variety of organisations and in conjunction with 
any kind of product costing, whether it be process costing, job-order costing 
or some hy brid jyoduct costing. 

Estimated, Normal, Budgeted and Standard costs. 


These terms need to be distinguished and their meanings clarified. 

Estimated cost is the amount the firm thinks a product or the operation 
of a process for a period of time actually will cost. Frequently an estimated 
cost is based upon some average of actual past production cost experience 
adjusted for changes in economic conditions, efficiency etc., anticipated in the 
future. Estimated costs ordinarily include an amount which reflects 
anticipated waste, spoilage, and inefficiencies which increase unit and total 
operation and production costs. * 
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Normal co$t ordinarily has approximately the same meaning as estimated 
It is sometimes given the slightly different meaning of an average of 
cost * have actually been incurred in the past periods only, without 

regariTtochanges expected in the future. 

Budgeted cost is the same as either estimated cost or normal cost in 
ne • i e budgeted cost is the planned cost, which is frequently based upon 
mC average of past costs adjusted for anticipated future changes. 

Standard cost is the amount the firm thinks a product or the operation 
fa process for a period of time should cost based on assumed efficient working 

and- management. 

Types of Standards 


When setting standards, it is necessary to determine at which level 1 of 
attainment the firm should aim. Standards may be classified according to their . 
degree of tightness or looseness as follows : 

/deal Standards. They are tight standards which in practice may not be 
attained. They are established without reference to changes in conditions and 
represent the level of performance which would be achieved under the best 
oossible combination of factors—the most favourable prices for materials and 
labour, highest output, with best equipment and layout and maximum 
efficiency in the utilization of the manufacturing resources. Such standards 
are engineering standards in the strictest sense. Once set they are rarely changed 
unless radical changes are ra ide in the product or manufacturing processes. 
Perfect performance, however, is seldom attainable by men and or machines, 
and ideal standards create a sense of frustration and demoralises the workers. 


Average of Past Costs. 

When standards are laid down on average past performance, they tend 
to be looses standards. Average past costs may include inefficiency that should 
not be incorporated into the standards. 


Normal Standards 

A normal standard is based on future cost expectations under assumed 
normal economic and operating conditions. In fact normal standards tend to 
be based on past averages adjusted for future expectations. An advantage of 
normal cost standards is that they do not require frequent adjustments. Normal 
standards may be useful to management in the long run planning activities and 
decision making. Normal cost standards are less desirable from the stand 
point of performance measurement and short-run decision marking. 

Attainable High Performance. 

This type of cost standard represents the best criterion for evaluating 
performance, and its use is widespread. Standards on the attainable high 
performance level include provision for certain operating inefficiencies which 
are considered unavoidable. 

When standards are based on an attainable high level of performance a 
decision must be made as to whether material prices and labour rates are to 
be based on prevailing levels or on future expectations. Because of the difficul¬ 
ties encountered in anticipating price and rate trends, most companies tend to 
rely on existing prices and rates. However, many accountants believe that 
prices and rates are atleast partially controllable. If this view point prevails, 
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it would seem to follow that materials prices and labour rates should 
be based on changes expected during the coming year. When standard prices 
and rates are based on expected trends, they are apt to be more useful in shortrun 
management decisions, which automatically are concerned with future. 

Advantages of Standard Costs : 

The following benefits may be obtained from standard costs : 

1. Cost standards can be an important instrument in evaluating B er- 
formance. When standards are realistic, attainable, and properly administered 
they can stimulate individuals to perform more effectively. It is perhaps easier 
them ndmdUa,s t0 perform efficiently when they know what is expected of 

'« , ^anance reporling and analysis permit management to operate according 
to the principle of exception*. (/• In a large organization, it is not possible for 
higher levels of management to be intimately aware of the problems and 
possibilities for improvement of the various functions performed throughout 
the firm. By establishing control system and focusing attention on out-of 
control situations, management is provided with an effective instrument for 
controlling corporate activities. 

A. Variances from standard lead to management cost reduction pro¬ 
grammes by focusing attention on out-of control areas. These programmes 
may include improved methods, better selection of men and materials, training 
programmes, improved quality of products, and desirable capital investments. 

A. Standard costs are useful to management in the establishment of its 
plans. The very process of setting standards requires careful planning in such 
areas as organization structure, assignment of responsibilities, and policies 
relating to performance evaluation. It should be noted, however, that for 
planning purposes management may give effect to expected variances from 
standard, so that its budgets will be as realistic as possible. 

J 4. Standard costs are useful in decision making, particularly if product 
cost standards are segregated according to variable and fixed cost elements 
and if materials prices and labour rates are based on expected cost trends during 
the coming year. 

5. Standard costs may result in a reduction in clerical work. For 
example, under an actual-cost system each item on each materials requisition 
must be costed separately, if Lifo or Fifo is used. In a large company this is an 
enormous task, since thousands of requisitions may be issued. Under a 
Standard cost system, at the end of the month, all the items of a particular 
type used only be multiplied once by the standard cost. In effect, under standard 
costing, only quantities have to be maintained on stores records. This saving 
is partially offset, however, by the added cost of establishing and revising 
standards. 

A/ Limitations to Standard Costs: 

While it is relatively simple to categorise the theoretical assumptions 
underlying the establishment of standards, it js far more difficult in practice 
to conform to a specified conceptual framework. 1 Degree of tightness or loose¬ 
ness of standards cannot be precisely calculated." Even if management’s policies 
are clearly defined in regard to the type of standards desired, there can be no 
assurance that standards have been set throughout an organisation with the 
same relative tightness or looseness. 

Standards often tend to become rigid, or inflexible, even in relatively short 
periods of time. Whereas manufacturing, conditions are constantly changing, 
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, , oH _ rds maY occur at infrequent intervals. Accountants have 

revisions of standard 5^- standards during a year, except under unusual 

a natural reluC o" isions 0 f standards create special intentory problems. For 

circumstances. Revis of a raw material necessitates an inventory 

example, a^hange mater ials but also for work in process and finished 

adjustment not only materia , when standards are revised frequently, their 
•'goods containing s performance is weakened, since this is like measuring 
effectiveness On the other hand, failure to revise standards 

acti'manulfactoring changes results in inappropriate and unrealistic 

measurements. tendency to endow standards with greater attri- 

T r hCrC ^As P iiring P performance than they really possess. Isolating the 
butes f°J. 1 ”® d '"controllable elements of variances is an extremely difficult 
controllable a ™",f "“""favourable labour variance in a particular depart- 
task. For "‘ a to be within the control of the department 

ment may P ,. , y e has | itt | e 0 r no control over the hourly rate paid. 

supervisor . Aotua y, ^ ^ , Q a poor grade of workers employed (personnel 
The inefficiencies y ^ e training programmc (top management) poor 
department) use() 4 (incoming inspection or purchasing) or inadequate 

quality of f ac i|-,tics (maintenance department). Frequently, the reason 
maintenance^ tac^ ^ completely inexplicable and may be due to random 

factors. cosU ide a measure agains , which to compare the 

r mance of individuals-and to motivate them by spotlighting inefficient 
P« ° : s Although this managcment-by-exception technique conserves 

performances, cutive* a different , ype of motivation and control is preferred 
the 1 *"* anaBe m e nts. One such type is the profit-sharing plan in which all 
WuSnffs the firm arc motivated to work at top efficiency and enhance the 
size of the profits in which they share. 

it is orobably true that the management philosophy underlying standard 
, !nd management by exception is most popular at present in larger firms 
C0S ^hich d d?rect Supervisors, and more especially top management, may be 
inmewhat removed from operating individuals The size of the organisation 
and the degree of impersonal relations are also factors which may lequrc a 
systematized method of controlling the many operating departments. 

An awareness of these potential limitations of standard costs is essential 
in order to use them with maximum effectiveness. Overcoming these difficulties 
represents a great challenge to the managerial accountant. New concept involv¬ 
ing the use of standards in a participative type of management evironment are 
becoming increasingly popular. Properly used, standards can be a powerful 
instrument to management in planning, control, and decision making. 

Responsibility for Setting Standards 

Before proceeding with the detailed discussion of determining standards 
for materials, labour, and manufacturing overhead, the administrative set up 
for preparing standard costs should be considered. 

For standard costs to be used successfully, definite authority and res¬ 
ponsibility must be placed with some person or group of persons. Jo be 
effective, the authority so assigned must be at least commensurate to the le\cl 
of authority delegated to those who are responsible for variations from standards. 
This is frequently accomplished by means of a standard committee or the organi¬ 
zation of a standards division. The product engineering department must be 
represented on the standards committee or division, since this department 
designs the product and determines what materials to use. The purchasing 
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be P ablT e ?n in / his grou P’ s,nce the Purchase officer must 

period The ninrlc, he standard c° st of the materials to be used during the 
routTnc and Tv eng, ? cc u r,n g department, which is responsible for the 

in tLitt^eof standTrd, 0 ^ manufacluri "g operations, must be represented 
the c!!,, ei standards. The processing engineering department is sometimes 

must^berJSr^J2°7 production department. The factory personnel manage 
the labour P rat^ d Ac ,nCC ,S res P°™ b,c (adhering to union contracts) f 0r 
denartment thlr « A adjun . ct lo lh,s committee or as part of the production 
t®P^"J cnt . there us “ a, *y * s » time-and-motion study division which sets the 
s andard time rec l ulre d for the various labour or machine operations The 
thll? ITk and thC budgCt department are interested in setting standards 
nf «t b d d 06 P . CrS ° n wl ?° co ’ ord >nates, summarizes, and interprets the 
U rj-snnn^l^ for ^vf 1 accountm .8 H f e ,s usually the cost accountant. He 
rtcnon P , 9 hi b f f h . e P^P 3 ™* 10 " of the statement of variations, and he is 
responsible for suggestions regarding revision of the standards. 

Methods of Determiniing Standards 


The success of a standard cost system depends upon the reliability and 
accuracy of the standards used. But the problem of determining what an item 
should cost is not easily solved. In many cases, averages of past experience 
taken from costs of previous periods are used as standards. Sometimes the 
engineering department will set standards on the basis of a careful study of 
each aspect of the production process. Often standards arc set arbitrarily 
being decided upon after study, of a more or less intensive nature, of past 
costs. r 

Standards are usually computed for use over a six or twelve-month period, 
Some firms use the same standards year after year until some drastic change in 
the price or nature of the product occurs. Standards for materials are more 
tangible and easier to establish than the so-called “operating” standards of 
labour and manufacturing overhead. 


Distinction between standards & budgets 


The term standard cost is a unit concept i.e. the standard cost of material 
per unit is Rs. 5/-. It is tied to the finished product. The term budgeted cost 
is a total concept e.g. material budget, for Rs. 50000/-, It is attached to the 
person responsible for that department or function. The following example 
will explain the differences. 



Standards 

Budget for 10 ,000 units 
and 2500 hours. 

Direct materials 

Rs. S'-per unit 

Rs. 50000 

Direct labour 

Rs.4/-per hour 

Rs. 10000 

Factory overhead 

Rs. 2/-per hour 

Rs. 5000 

Administrative exps. 


Rs. 2500 

Selling & distribution expenses 


Rs. 4000 


Efficiency Ratio, Activity Ratio and Capacity Ratio 

A distinction between these ratios needs to be understood. 

Efficiency Ratio 

This ratio measures the efficiency with which the firm is operating. The 
n umber • of standard hours equivalent to the work produced, expressed as a 
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percentage of the actual hours spent in producing that work. This can be 

C3 ' C * Actual produ ction in terms of standard hours x jqq 
-- Actual hours worked 


Activity Ratio 

This ratio measures the level of activity at which the firm is operating. 
The number of standard hours equivalent to the work produced, expressed 
as a percentage of the budget standard hours. 

This can be calculated: 

Actual product ion in terms of standard hours x 100 
^Budgeted production in terms of standard hours 


Capacity Ratio 

This ratio measures the actual usage of budgeted capacity. 

The actual number of hours worked expressed as a percentage of budgeted 

number of hours. 

^tnalnumb er of hours worked _ x m 
Budgeted number of hours 


Example 

A company manufactures two products X and Y. Product X takes 5 
hours to make and Y requires 10 hours. In the month of March the company 
worked for 25 days of 8 hours a day and produced 1000 units of X and 600 
units of Y. The company employed 50 workers in the production department. 
The budgeted hours for the year were 102.000. 

Calculate Efficiency Ratio, Activity Ratio and Capacity Ratio. 


Solution: 


Standard hours produced: Hours 

X 1000 units @ 5 hours 5000 

y 600 units @ 10 hours 6000 


Actual production in terms 

of standard hours 11000 


Budgeted hours for the year 102000 

102000 

Budgeted hours for the month -— 


= 8500 hours. 


Actual hours for 
Efficiency ratio: 

Activity ratio 

Capacity ratio 


the month 25 x 8 x 50= 10000 hours. 


11000 

10000 


X 100=110% 


11000 

8500 

10000 

8500 


x 100 = 129% 
X 100=118%. 


Establishing Standards 


At the heart of a standard cost system is the standard cost card, the 
scientifically predetermined estimate of .what one unit of product should cost if 


584 


MANAGEMENT ACCOUNTANCY 


E£« ce ?-K?f le u tly ' u in ? ,udes detailed estimates of material quantities and 
? 0UrS - and ««« mnd factory overhead quantities and rates 
nrod?iM* ,:a ls . serv * as a y a J d Stlck measuring the efficiency with which 
and^roste" >? s .k'" 1 ca f rri ' d on b y ,he firm b y comparing the actual quantities 
s.anda !t *5 ^ ° f , the standards la ' d down. Variances between the 
Reaeon d f a ?n the aC,ual cos,s must be identifled and isolated for analysis 
fhle .h f hCS u var,anc l es must be ascertained. If variances are unfavour 

to take a^orrective IcUom ^ ““ '*** ° f th * mana 8 ement as earl y « Possible 


'Material Cost Standards: 


Tl }5, slandard cost °f r aw materials consists of two elements, quantity and 
price. The standard quantities are developed by engineers, who design the 
product and determine the production processes. They determine the most 
economical materials consistent with the product design and quality. In depart- 
ments or processes where a mixing of material occurs, standard mix formulas 
are established. 99 


Spoilage allowances, which include shrinkage, waste and scrap, should be 
included in standard product costs only for amounts regarded as normal or 
unavoidable. Standard spoilage allowances arc established by engineers, based 
on normal company or industry experience. Spoilage in excess of such 
allowances are treated as materials usage variance. In providing a standard 
allowance for spoilage some companies include only the cost of materials lost 
others include total factory costs incurred to the point where spoilage occurred! 
The latter view point seems more realistic, since the spoilage loss actually 
includes labour and overhead as well as materials. 

The type of raw materials price standard used depends upon management 
policy. The standard may be based on recent past average prices, current 
prices or expected prices. Raw materials price standards which are based on 
what the prices are expected to be during the period in which the standards 
will be in effect are particularly useful in short-run decision making. However, 
many companies are reluctant to anticipate price trends and prefer to rely on 
prices in effect at the time the standards are established. More reliable material 
standards are obtained when related material costs such as freight, material 
handling, inspecting, receiving and storing are attached to raw materials by 
means of a predetermined rate. 


Analysis of Variances: 


When the standards for direct material have been set and production takes 
place, there is bound to be difference between the standards set and the actual 
cost incurred. These variances must be segregated and reasons for such 
variances must be ascertained for the guidance of the management to take a 
corrective action. Total variance must be calculated first. In the case of direct 
material calculate the material cost variance. Material cost variance has got 
two sub-variances:— 

(i) Material price variance 
(ii) Material usage variance 

To compute the material cost variance the following information is 
necessary:— 

(1) Standard quantity of material required to produce a given unit or 
number of units. This information will appear on the standard cost 
card. 
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(2) standard cost of the material required in prod uction. This will also 
1 ’ appear on the standard cost card. 

(3) The actual quantity of material used as shown by the material 

requisitions. 

(4) The actual cost of the material used as shown in the purchase 
invoices. 

Formula for calculation of variances : 

Material cost variance. 

(AQ x AP) - (SQ KSP) 

Standard quantity must be calculated in terms of actual productior. 

AQ — Actual quantity 
AP = Actual price 
SQ = Standard quantity 
gp = Standard price. 

Material price variance : 

(AP - SP) AQ 

Material usage variance 

(AQ - SQ) SP 

To illustrate the computation of these variances the following facts arc 
assumed. 

To manufacture 100 units of product X on one job- 200 kgs. of material 
A are required as shown on the standard cost card, at a standard price of 
Rs 2/- per kg. During the month of January ten jobs were completed. The 
actual material used as shown by the requisitions was 2250 kgs. Latest 
invoices indicate that the price of this material is Rs. 2.10 per kg. 

The procedure adopted in computing the variances is as follows ; 

Material cost variance ; 

(AQ X AP) - (SQ X SP) 

= (2250 kgs. x Rs. 2.10) - (200 kgs x 10 x Rs. 2) 

= (Rs. 4725) - (Rs. 4000) 

= Rs. 725 unfavourable. 

Material price variance : 

(AP—SP) AQ 

(Rs. 2.10 - Rs. 2) X 2250 kgs. 

= Rs. 0.10 X 2250 
= Rs. 225 unfavourable. 

Material usage variance 
(AQ - SQ) SP 
(2250 kgs. - 2000) Rs. 2 
= 250 X Rs. 2 
Rs. 500 unfavourable. 



Rs. 


Material Price Variance 

225 

Unfavourable 

Material usage Variance 

500 

»» 

Material cost variance 

725 

Unfavourable. 
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- Labour Cost Standards : 


As in the ease of direct material, labour cost standards are set for both 
rate and efficiency They may be computed in the same manner as used for 
direct material. For standard cost purposes, direct labour is treated separately 
from indirect labour which is included in the manufacturing overhead cost 
Conditions under which labour standards must be set vary from firm to firm 
Each company requires a detailed study of the payroll procedures, payroll rates 
and the labour supervision conditions under which standards are to be 
used. 


k Labour time or quantity or efficiency standards may be developed 

( 1 ) Averaging past performance records as shown on the cost-sheets for 
the preceding periods. 

(2) Making experimental test of the time spent on the manufacturing 
operations under expected normal conditions. 

(3) Making time and motion studies of the various labour operations 
under expected actual conditions. As a result of these the engineer¬ 
ing department prepares routine sheets indicating the standard amount 
of time to be used for each labour operation. 

(4) Making a reasonable estimate based upon experience and knowledge 
of the manufacturing operations and the product. 

Standard cost rates for direct labour may be determined on the basis of: 

(1) Labour Union agreements 

(2) The average labour cost for the preceding period may be used as 
standard. 

(3) Estimated rates on the basis of past experience. 

The setting of labour rate standars requires a knowledge of the operations 
to be performed, the grade of labour desired and the average rate per hour 
expected to be paid. 

As in the case of material cost variance four types of information are 
required to compute labour cost variance. These are obtained front the 
standard cost card, job time card and payroll records. The data required 
are :— 


(1) The standard hours allowed for each operation. 

(2) The standard labour rate per hour or per piece. 

(3) The actual hours taken in the manufacturing operation. 

(4) The actual labour cost paid for the work. 


Formulas for calculating variances. 


Labe ur cost variance 

(AH X AR) - (SH X SR) 

Standard hours must be calculated in terms of actual production. 
AH = Actual Hours 
AR = Actual Rate 
SH = Standard Hours 
SR = Standard Rate 
Labour cost variance has two sub-variances. 

(1) Labour rate variance. 
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(2) Labour efficiency variance. 

Labour Rate Variance : 

(AR-SR) AH 
Labour Efficiency Variance 
(AH - SH) SR 

/■'—.tinnine the illustration used in computing the material cost variance 
lhe foxing "plating and standard cost data are used. 

n the standard cost card for manufactruing 100 units of product X on 
i n, nb 35 hours of direct labour at a standard rate of Rs. 2 40 per hour 
a single jo , ^ g t h e month of January ten job were completed, on which 

360 direct labour hours were used at an average cost of Rs. 2.25 per hour. 

Labour Cost Variance 

(AH X AR) — (SH x SR) 

(360 hours X Rs. 2.25) - (350 hours x Rs. 2.40) 

= (Rs. 810 — Rs. 840) 

= Rs. 30/- Favourable. 

Labour Rate Variance 
(AR- SR) AH 
(Rs. 2.25 - Rs- 2.40) 360 
= Rs. 54 Favourable. 

Labour Efficiency Variance 
(AH-SH) SR 
(360 hours—350^ Rs. 2.40 
lOXRs. 2.40 
Rs. 24 Unfavourable. 

Labour Rate Variance 
Labour Efficiency Variance 

Net variance 


Rs. 

54 Favourable 
24 Unfavourable 

30 Favourable 


Problem : 1 

The Swatantra Bharat Company uses Standard costs. The Purchase 
Manager is responsible for material price variances, and the production manager 
is responsible for material usage variances and direct labour rate and efficiency 
variances. 

The standard price for metal used as a principal raw material was Rs. 2 
per kg. The standard allowance was 6 kgs. per finished unit of product. 

The standard rate for direct labour was Rs. 7 per hour. The standard 
allowance was one hour per finished unit of product. 

During the past week, 10000 good finished unit were produced. However, 
labour trouble caused the production manager to use much non-preferred 
personnel. Actual labour costs were Rs. 78,000 for 13000 actual hours. 80000 
kgs. of metal were acquired for Rs. 1.80 per kg. 71000 kgs of metal were 
consumed during production. 

Calculate: 

1. Material Purchase Price Variance. 

2. Material Usage Variance. 
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3. Labour Cost Variance. 

4. Labour Rate Variance. 

5. Labour Efficiency Variance. 

How would you interpret the feed-back provided by the computed 
variances? (M.B.A. Pt. I, 1975 Pb. University) 

Solution 

1 . Material Purchase Price Variance 
(AP-SP) AQ 

(Rs. 1.80-Rs. 2.00) 80000 kgs. 

= Re. 0.20X80000 kgs=Rs. 16000 Favourable. 

2. Material usage Variance 
(AQ-SQ) SP 

(71000 kgs 60000) Rs. 2 
= 11000x Rs. 2 
= Rs. 22000 Unfavourable. 

3. Labour Cost Variance 
(AHXAR)-(SHXSR) 

(13000 hours X Rs. 6)—(10000 hours X Rs. 7) 

= Rs. 78,000—Rs. 70,000 
= Rs. 8,000 Unfavourable. 

4. Labour Rate Variance 
(AR-SR) AH 

(Rs. 6 —Rs. 7) 13000 hours. 

= Re. 1X13000 
= Rs. 13000 Favourable. 

5. Labour Efficiency Variance 
(AH-SH) SR 

(13000 hours-10000 hours) Rs. 7 
= 3000xRs. 7 
= Rs. 21000 Unfavourable. 

The variances direct attention and prompt investigation about the follow¬ 
ing possibilities. The Purchase Manager made advantageous purchases, but 
the favourable balance may be attributable to a number of causes. The 
manager may have predicted prices incorrectly so that the standard of Rs. 2/- 
is inaccurate, or he may have made a bargain purchase through his own special 
skills. 

The production manager had abnormal troubles. Since inferior labour 
was engaged therefore too much time and too much material was consumed to 
produce 10000 units of output. 

Problem 2 

The Progressive Company Ltd., manufactures two products, A & B. The 
standard direct labour requirements of A are 2 hours and of B 3 hours per unit. 
The Standard wage rate is Rs. 3 per hour. 

During the month of March 1500 units of product A and 4000 units of 
product B were manufactured. Direct labour for the period was 14500hours 
and cost Rs. 44,000. •' 
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Compute: 

! Labour cost variance. 

2 Labour Rate variance. 

3 ‘ Labour Efficiency variance. 

Solution 

, Labour cost variance . 

(Actual cost)-(Standard cost for Actual production) 

(Rs. 44000 )-(1500x2 hours+4000X3 hours Rs. 3) 

Rs. 44000 —(15000 hours) Rs. 3 
•sRs. 44000-Rs. 45000 
-=r s . 1000 Favourable. 

9 Labour Rate Variance. 

(for 14500 hours Rs. 44000)—(14500 hours x Rs. 3) 

=sRs. 44000-43500 
= Rs. 500 Unfavourable. 

3. Labour Efficiency Variance 

(14500 hours- 15000 hours) Rs. 3 
500 X Rs. 3=Rs. 1500 Favourable. 

Rs. 

Labour rate variance 500 Unfavourable 

Labour efficiency variance ^1500^Favourable 

Net variance Rs. 1000 Favourable 


Sub-variances 

Material usage variance has the following sub-variances. 

(1) Material Mix Variance 

(2) Material Yield Variance. 

Material Mix Variance 

That portion of the direct materials usage variance which is due to the 
difference between the standard and actual composition of a mixture. 

Material mix variances arise when there is difference between the standard 
Quantities of mix and the actual quantities of mix issued from stores to pro¬ 
duction centres. The mix variances are calculated in two steps. 

First the standard proportions which are based on standards mix have to 
be calculated in terms of actual mix. The second step should be to find out 
the difference between the standard proportion based on actual mix and the 
proportion of actual mix and multiply the same with the standard cost. 

Material Yield Variance is calculated by finding the difference between 
the actual input loss and the standard input loss and then multiplying the 
difference by the average standard input cost per unit. 

Problem 3 

Bharat Chemical Ltd., produces X chemical for home consumption. 

The standard input cost of X chemical mix is : 
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40% material A @ Rs. 200 per tonne 
60% „ B @ Rs. 300/- „ „ 

A standard loss of 10% is expected in production. 

During the period the actual consumption of material has been : 
90 tonnes of material A @ Rs. 180 per tonne 
110 tonnes of material B @ Rs. 340 per tonne 
The output of X chemical is 182 tonnes. 

Calculate: 



(1) Material Cost Variance 

(2) Material Price Variance 

(3) Material Usage variance 

(4) Material Mix Sub-variance. 

(5) Material Yield Sub-variance. 

Standard input =100 tonnes 

Standard output = 90 tonnes. 


When the standard output is 90 tonnes the standard input is 100 tonnes. 
Therefore, when the standard output is 182 tonnes the standard input 

will be -^-x 182=202.2 tonnes. 


The standard proportions of material A and B are : 
40% and 60% respectively. 

Therefore A will be j^x40 =80.88 tonnes. 

B will be =121.32 tonnes. 


Standard input cost for standard output of 182 tonnes 
40% A 80.88 tonnes @ Rs. 200 per tonne 16,176 

60% B 121.32 „ @ Rs. 300 „ „ 36,396 

Total 202.0 Rs. 52,572 


Average standard input cost per tonne 


Rs. 52,520 
202.2 


Actual input cost 

A 90 tonnes @ Rs. 180 per tonne 
B 110 „ @Rs. 340 „ „ 


Rs. 

16,200 

37,400 


= Ks. 260 


Total 200 


53,600 


Material cost variance Rs. 53600—Rs. 52,572 

= 10,28 Unfavourable. 

Material price variance. Rs. 

A (Rs. 180—Rs. 200) 90 tonnes 1,800 Favourable 

B (Rs. 340—Rs. 300) 110 „ 4,400 Unfavourable 


Net price variance 


Rs. 2,600 unfavourable 
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Material Usage variance. 
a (90 tonnes -80.88 tonnes) Rs. 200 

‘ —9.12XRs. 200=1,824 unfavourable. 

B (110 tonnes—121.32 tonnes) Rs. 300 

= 121.32 xRs. 300=3,396 Favourable 

Net usage variance = Rs. 1,520 Favourable 


Material Mix Sub-variance 

Reduce the standard proportions of input to actual mix 

^8088 x20Q =80 tonnes. 

* 202.2 

121.32_ x 2 qq =120 tonnes. 

° 202.2 

A -,(90—80) Rs. 200 = Rs. 2,000 Unfavourable 
B =(110-120) Rs. 300= Rs. 3,000 Favourable 

Net Mix Sub-variance Rs. 1000 Favourable 


Material Yield Sub-variance. 

(Actual input loss—standard input loss) average standard input cost per 

' (18 tonnes—20.2 tonnes) Rs. 260=Rs. 572 Favourable. 

Material usage variance= Material mix sub-variance*Material Yield sub- 

variancc. 

Rs. 1520 Favourable = Rs. 1000+Rs. 520. 








arc requir 
( 1 ) 
( 2 ) 

(3) 

(4) 

(5) 


“particular’llcOTTected from the standard cost card, you 
to calculate : 

Material Cost Variance. 

Material Price Variance. 

Material Usage Variance. 

Material Mix Sub-variance. 

Material Yield Sub-variance. 


Standard Mix 100 kgs. of X Chemical 
40 kgs. material A @ Rs. 2/- per kg. 
50 kgs. „ B @ Re. 1/- „ „ 
20 kgs. „ C @ Rs. 1.50 »• „ 

Total 110 kgs. Rs 


Rs. 

80 

50 

30 

160 


Standard output for the above mix 100 kgs. 

„ loss „ „ „ „ 10 kgs. 

Actual production data : 

2000 kgs. of X chemical produced. 
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Actual material usage : 

820 kgs. of material A @ Rs. 2.10 per kg. 
980 „ „ „ B@Rs. 1.50 

410. C @ Rs. 1.25 


»» 


»» 


Total 2210 kgs. 

Actual output 2000 kgs. 

Loss 210 kgs. 

Splutioo 

Standard input cost for actual production of 2000 kgs. of X chemical : 

/ \ When standard output is 100 kgs. the standard input is 110 kgs. 

' Therefore when standard output is 2000 kgs. the standard input will be 
11OX20&O ,^ kgs _ .^XCbo : . 

ABC 




Ratio 4:5:2-11 

Rs. 

A 800 kgs. @ Rs. 2/- per kg. 

1600 

B 1000 „ @ Rs. 1/- „ 

1000 

C 400 „ @ Rs. 1.50 „ „ 

600 

Total: 2200 kgs. 

3200 


Average standard input unit cost= 
Actual cost 

A 820 kgs. @ Rs. 2.10 per kg. 

B 980 kgs. @ Rs. 1.50 per kg. 

C 410 kgs. @ Rs. 1.25 per kg. 

2210 kgs. 

Material cost variance 
(Rs. 3704.50-Rs. 3200) 

Material Price Variance. 

A (Rs. 2-10-Rs. 2) 820 
B (Rs. 1.50-Re. 1) 980 
C (Rs. 1.25-Rs. 1.50)410 


Rs. 3200 
2200 


Rs. 1.455 


1722.00 

1470.00 

512.50 

Rs. 3704.50 


Rs. 

504.50 Unfavourable. 

= 82.00 Unfavourable 
=490.00 ' „ 

= 102.50 Favourable 


Net Price Variance Rs. 469.50 Unfavourable. 


Material usage variance. 

A (820-800) Rs. 2 
B (980-1000) Re. 1 
C (410-400) Rs. 1.50 


Rs. 

40.00 unfavourable 
20.00 Favourable. 
15.00 Unfavourable 


Net usage variance 


Rs. 35.00 Unfavourable. 
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Material Mix Sub-variance. 

The standard proportions have to be related to the actual usage. 
800 

A= 


B 


2200 

1000 

2200 

400 


X 2210 
X 2210 


c = 2 i56 * 2210 


Material A=(820-803.64) Rs. 2 
B = (980-1004.54) Re. 1 
C=(410—401.82) Rs. 1.50 


= 803.64 kgs. 

= 1004.54 kgs. 

= 401.82 kgs. 

Rs. 

= 32.72 Unfavourable 

= 24.54 Favourable 

= 12.27 Unfavourable 


Net Material Mix Sub-variance =Rs. 20.45 Unfavourable 


Material Yield Sub-variance 

(Actual loss—Standard loss) Average standard input cost per unit. 

(210 kgs. — 200 kgs.) Rs. 1.455 =Rs. 14.55 Unfavourable. 

Material usage variance= Material mix sub-variance+Material Yield 
subvariance Rs. 35 Unfavourable=Rs. 20.45+Rs. 14.55. 


Problem 5 


Bharat Engineering Co. Ltd., manufactures two products Royal & Janta. 
The details of the direct material cost are given below : 

Royal Janta 

Material A 60% @ Rs. 20 per tonne Material C 30% @ Rs. 15 per tonne 
B 40% @ Rs. 15 „ Material D 70% @ Rs. 5 per tonne. 

It is estimated that the normal loss in production would be 10% in case 
of Royal and 20% in case of Janta. Due to shortage of B & C materials in 
store it was not possible to maintain the standard mix in the month of March. 
However, normal loss in output is expected to be of the same order as before. 

Actual inputs used during the month were : 

Royal Janta 


Material A 300 tonnes @ Rs. 19 

„ B 130 „ @ Rs. 18 

Total 430 „ 

Loss 70 „ 

360 „ 


Material C 1^0 tonnes @ Rs. 17 
„ D 3JK) „ @ Rs. 4 

Total 4$0 „ 

Loss j „ 



The output of Royal is 360 tonnes and that of Janta 320 tonnes. 
Calculate: v 

(1) Material Cost Variance ) 

(2) Material Price Variance 

(3) Material Usage Variance 

(4) Material Mix Sub-variance 

(5) Material Yield Sub-variance. 
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Solution 

Standard inputs costs of Royal for an output of 360 tonnes. 

Rs. 

A 60% 240 tonnes @ Rs. 20/- 4800 
B 40% 160 „ @ R S . 15/- 2400 

Total 400 Rs. 7200 Average standard input 

cost per unit ^-^59=R S . lg 

Loss 10% -i0 

360 

Actual inputs cost of Royal 

Rs. 

A 300 tonnes @ Rs. 19 5700 
B 130 „ @ Rs. 18 2340 

Total 430 Rs. 8040 


Material cost variance 

(Rs. 8040 —Rs. 7200) =Rs. 840 unfavourable. 

Material price variance 

A (Rs. 19 —Rs. 20) 300 tonnes=Rs. 300 Favourable 
B (Rs. 18 — Rs. 15) 130 „ =Rs. 390 Unfavourable 

Net Material Price variance=Rs. 90 Unfavourable 
Material usage variance. 

A (300 tonnes—240 tonnes) Rs. 20= Rs. 1200 Unfavourable 
B (130 tonnes—160 tonnes) Rs. 15=Rs. 450 Favourable 


Net Material usage variance =Rs. 750 Unfavourable 

Material Mix Sub-variance. 

Standard proportion to actual mix : 

A - 5 ^ 5 x 430 =258 tonnes. 

B j^-x430 =172 tonnes. 

A=(300 tonnes -258 tonnes) Rs. 20=Rs. 840 Unfavourable 
B=(130 tonnes—172 tonnes) Rs. 15=Rs. 630 Favourable. 

Net Material Mix Sub-variance Rs. 210 Unfavourable. 


Material Yield sub-variance. 

(70—40) Rs. 18 =Rs. 540 Unfavourable. 

Standard input cost of Janta for an output of 320 tonnes 

Rs. 

C 30% 120 tonnes @ Rs. 15 1800 ^ 

D 70% 280 tonnes @ Rs. 5 1400 


Total: 400 


Rs. 3200 


Average standard input cost per 
UnitRs. - £ =^-=Rs. 8 . 


Standard 80 

loss 20 %- 

320 


400 


Rs. 8. 


- 


>95 


standard costing 

Actual input cost. 


C 

D 

Total: 


120 tonnes @ Rs. 17/- 
320 „ @ Rs- 4/- 

440 


Rs. 

2040 

1280 

Rs. 3320 


Actual 

loss 


120 

320 


Material cost variance 
(Rs. 3320—Rs. 3200) 

Material price variance 
C (Rs. 17-Rs. 15) 120 tonnes 

D (Rs. 4-RS.5) 320 

Net Material Price Variance 


= Rs. 120 Unfavourable. 

= Rs. 240 Unfavourable 
= Rs. 320 Favourable. 

Rs. 80 Ffavourable 


Material Usage Variance: 

C (120 tonnes— 120 tonnes) Rs. 15= 0 

D (320 tonnes—280 tonnes) Rs. 5=Rs 1 200^Unfavourable. 

Net Material usage variance Rs. 200 Unfavourable 

Material Mix Sub-variance. 

Standard proportion to actual mix. 

c J 2 - x 440 =132 tonnes. 

u 400 

n 28 °- X 440 = 308 tonnes. 

u 400 

C =(120 tonnes—132 tonnes) Rs. 15=Rs. 180 Favourable 

D =(320 „ -308 ,. ) Rs. 5=Rs. 60 Unfavourable 

Net Material Mix Sub-variance Rs. 120 Unfavourable 

Material Yield Sub-variance. 

(Actual Loss-Standard Loss)X Standard input cost per unit. 

(120 tonnes—80 tonnes) Rs. 8 

=40x Rs. 8=Rs. 320 unfavourable. 

• . 


Labour Mix Sub-variance 

When there is a specific change in the mix of labour from the standard 
mix, this will result in labour mix variance. It is calculated in two steps. 

(1) Compute the standard proportions of labour input in terms of actual 
mix. 

(2) Calculate the difference between the actual proportions of labour 
mix, and the standard proportions based on actual mix. Multiply 

the di fference by the standard rate of that proportion of mix. 
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Example 

Pri IVh! Bhar t t E "fj n « ring Co. Ltd., 200 men and 70 women were employ- 
ed. A 6 day week of 48 hours was worked. There were 4 weeks in th#> 

The factory worked 25 days during the month. Standard wages costs:— 

Royal product 

120 men at Rs. 2.00 per hour 
30 women at Rs. 1.50 per hour 


i 


Janta Product 


for 192 hours 


80 men at Rs. 1.50 per hour 
40 women at Rs. 1.00 per hour 

There was a shortage of men operation, which necessitated an increase in 
the number of women operators engaged. n 

Actual wages during the month were: 

Royal Product 


100 men at Rs. 2.20 
50 women at Rs. 1.50 

Janta Product 


for 200 hours. 


Janta. 

Royal 


60 men at Rs. 1.60 

60 women at Rs. 1.00 J 

Show the labour variances in respect of the two products, Royal and 






Standard wage cost for 192 hours. 



Hours 

Rate 

Amount 

120 menx 192 hours 

23040 

Rs. 2.00 

Rs. 46,080 

30 women X 192 hours 

5760 

Rs. 1.50 

Rs. 8,640 

Total 

28800 


Rs. 54,720 



Average standard labour 
rate per unit 



Rs. 

54 - 720 Rs 1 
28800 “ s * 1 

Actual wage cost for 200 hours. 



Hours 

Rate 

Amount 

100 men X 200 hours 

20,000 

Rs. 2.20 

Rs. 44,000 

50 women X 200 hours 

10,000 

„ 1.50 

„ 15,000 

Total: 

30,000 


Rs. 59,000 


Wage cost variance 

(Rs. 59000—Rs. 54720) =Rs. 4,280 Unfavourable. 

Wage rate variance. 

Men (Rs. 2.20-Rs. 2.00) 20000 hours =Rs 4,000 Unfavourable 
Women (Rs. 1.50-Rs. 1.50) 10000 „ = 0 


Net Wage Rate variance 


Rs. 4000 Unfavourable 
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efficiency Variance, 

Men (20000 hours—23040 hours) Rs. 2.00 
Women (10000 hours-5760) Rs. 1.50 

Net Efficiency Variance. 


Rs. 

6080 Favourable 
6360 Unfavourable 

Rs. 280 (ty 


Labour mix Sub-variance 
Standard proportions to actual mix. 


Men 


23040 

28800 


X 30000 = 


Women 


5760 

28800 


X 30000 = 


24000 hours. 
6000 hours. 


Men (20000 - 24000) Rs. 2 

Women (10000 - 6000) Rs. 1.50 

Net Labour Mix Sub-variance 


Rs. 

= 8.000 Favourable 
= 6,000 Unfavourable 

Rs. 2,000 Favourable 


Labour Yield Sub-variance. 

8 hours X 100 men 
8 „ X 50 women 


hours. 

800 

400 


(Loss of hours 8) 
(200-198) 


1200 hours x Rs. 1.90=2,280 unfavourable 
Labour Efficiency Variance=Labour Mix Sub-Variance* Labour Yield 

Sub-Variance. 

Rs. 280 unfavourable =2000 favourable—2280 unfavourable 


Janta 


Standard wage cost for 192 hours. 


80 men X 192 hours 
40 women x 192 hours 

Total 


Honrs 

15360 

7680 

23040 


Rate Amount 

1.50 23,040 

1.00 7,680 

Rs. 30,720 


Average standard 
Rate per hour 


_ 30720 D . 

Rs ' 23040 Rs ' 333 


Actual wage cost for 200 hours. 



Hours 

Rate 

Amount 

60 men X 200 hours 

12000 

1.60 

Rs. 19.200 

60 women x 200 hours 

12000 

1.00 

Rs:'1_2,000 

Total 

24000 


Rs.7l.200 
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Wage cost variance 

(Rs. 31200—Rs. 30720) = Rs. 480 Unfavourable. 

Wage Rate Variance 

Men (Rs. 1.60—Rs. 1.50) 12000 hours Rs. 1200 Unfavourable 
Women (Rs. 1.00= Rs. 1.00 12000 „ 0 


Net Wage Rate Variance 

Efficiency variance 
Men (12000-15360) Rs. 1.50 
Women (12000-7680) Rs. 1 

Net Efficiency Variance 

Labour mix Sub-variance. 

Standard proportions to actual mix. 

Men —^ x 24000 

Women 23040 ' x 24000 

Men =(12000-16000)Rs. 1.50 
Women =(12000-8000) Rs. 1.00 

Net Labour Mix Sub-variance 

Labour Yield Sub-variance 
Actual hours—standard hours) 
(200-192) 8X80 man 
8 x 40 men 


Rs. 1200 Unfavourable 


Rs. 5040 Favourable 
Rs. 4320 Unfavourable 

Rs. 720 (p) 


Hours 
= 16000 

• 

= 8000 
Rs. 

6.000 Favourable 
4.000 Unfavourable 

Rs. 2,000 Favourable 


Hours 

640 

320 


960 XR S . 1.333 
= Rs. 1280 Unfavourable. 

Labour Efficiency variance=Labour mix sub-variance+Labour Yield 


Sub variance 

Rs. 720 favourable=Rs. 2000—Rs. 1280. 


Factory Overhead Cost Standards 

The task of setting standards for direct materials and direct labour is 
simpler in concept than the task of determining a standard factory overhead 
cost. Standards for the variable portion of factory overhead are set and used 
in essentially the same way as those for direct labour and direct materials. 
Variable factory overhead usually is indirect as well as variable, in contrast 
with the direct nature of the labour and materials costs which also are variable. 

The Variable factory overhead items ordinarily consist either of indirect 
labour or some commodity such as utilities or indirect supplies for which 
usage standards for a given quantity of production can be determined. Vari¬ 
able factory overhead is deliberately placed in a direct relationship to products 
through the use of a variable overhead rate. 
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e operating --—-' 

The predetermined factory overhead rate which is developed for purposes 
_ Vf * ? costing will be called the standard factory overhead rate in standard 

° f product c‘ B major use f u |nes S of this standard factory overhead rate 

c0 . s ‘ h'tvoically includes a mixture of variable, semi-variable and fixed overhead 
product costing and in planning rather than management control 
C0 * ,»uer P the factory overhead rate can be converted into a control instrument 
. Tnarati'ig the elements and establishing dual rates, one for variable factory 
overhead and another for fixed factory overhead. 

Variable Overhead Variance 

The term variable implies that this element of cost varies directly and in 
.he same direction as production. It is relatively easier to calculate the variable 
overhead variance than the fixed overhead variance. Thus if the budgeted output 
for the month is 5000 articles and the budgeted variable overheads are Rs. 25 00/- 
h ate per article would be 50 paise. Production during the month was 5020 
article and the actual variable overheads incurred were Rs. 2480. 


Expenditure Variance. 

Standard Variable overhead per unit 

Standard variable overhead 5020 x 50 P 
Actual variable overhead 


2500 

5000 

2510 

2480 


Rs. 

= 50 P 


Rs. 30 Favourable 


Problem 6 


Actual variable factory overhead Rs. 760. 
factory overhead 30 paise per direct labour hour. 

Actual hours 1900 

Standard hours 2000 

(AR—SR) AH = Variable factory overhead rate variance. 

(Rs, 760 


Standard rate for variable 


1900 


30 P) 1900 =(40P—30P) 1900 

= 190 Unfavourable. 


(AH—SH) SR = Variable factory overhead efficiency variance. 

(1900—2000) 30P = Rs. 30 Favourable. 


Rs 

Variable factory overhead rate variance 190 Unfavourable 
Variable factory overheadefficiency variance 30 Favourable 


Net Factory Variable Overhead Variance Rs. 160 Unfavourable 
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Fixed Overhead Variances 


Variances for fixed factory overhead are perhaps the most difficult of all 
variances to grasp. The main reason for this difficulty is the fixed nature of 
fixed factory overhead. Variances for direct materials, direct labour and 
variable factory overhead are all similar since they all relate to costs which varv 
with activity. Fixed factory overhead, on the other hand relates not to 
activity but to managerial commitments as to capacity, rent, insurance and 
salaries. The fixed factory overhead should be looked upon as a group 0 f 
costs to which a firm is committed and of which a firm must make the h^t 
possible use. 


Fixed factory overhead variances occur due to the following factors : 

1. Change in the expenditure from the one provided in the budget. 

2 . Change in the volume of production from the budget. 

They may be classifed into :— 

1. Spending Variance. 

2. Volume Variance. 


Volume Variance may be sub-divided into : 

(i) Volume Efficiency Variance 

(ii) Capacity usage variance. 


Spending Variance 

This is caused by changes in the price or cost of the expense. It may be 
due to inaccurate budgeting or unforeseen change in price. It is therefore the 
difference between the budgeted cost and the actual cost. 

Volume Variance 


It is the difference between absorbed cost and the budgeted cost at 
actual volume of production. It arises only from differences in the level of 
volume. 

Example : Assume that— 

Actual volume in an accounting period is 900 units. 

Actual cost is Rs. 1380/-. 

the budget formula is Rs. 500 plus Re. 1 per unit. 

The overhead rate is Rs. 1.50 per unit. 

Then : 

Budgeted cost at the actual volume=Rs. 500+(900 @ Re. 1) 

= Rs. 1400. 

Absorbed cost at the actual volume 

=(900 xRs. 1.50) 

=Rs. 1350. 

Spending Variance (Rs. 1400—Rs. 1380)=Rs. 20 Favourable. 

Volume Variance (Rs. 1350—Rs. 1400) = Rs. 50 Unfavourable (under recovery) 

Net variance Rs. 30 Unfavourable. 


Assume further that actual direct labour in a month totalled 900 hours 
and that standard direct labour was 860 hours. Other coditions remaining the 
same as in the above example. 


STANDARD COSTING 

The efficiency variance would be calculated as under : 

(Actual Hours—Standard Hours) Standard Rate per hour. 

(900—860) Rs. 1.50 
=40XRs. 1.50 
= Rs. 60 Unfavourable. 

The Efficiency variance is unfavourable because the labour force worked 
at less than standard efficiency. It took more hours than provided under the 

standard. 

Capacity usage variance. 

It is the difference between budgeted quantity and standard quantity 
multiplied by standard cost per unit. 

Problem 7 

The Dynamic Co. Ltd., has budgeted its production of X product at 
9S7000 units for the year ending 31st Dec., 1978. Its fixed overhead budget 
for Rs. 1,00,800/-. During the month of January, the amount of fixedo ver- 
tod actually incurred was Rs. 8400/-. 

There are 50 working weeks in the year of which four are in the month of 
i nuarv The production standard was 105 units of X per hour. Actual 
production of X during the month of January was 20200 units. 2 hours were 
lost due to idle time. The factory is working at 48 hours a week. 

You are required to calculate and present : 

1 . Expending Variance. 

2 . Volume Variance. 

3 . Volume Efficiency Variance. 

4 . Capacity usage Varaince. 


Solution 


. f . . Rs. 1.00,800 v 4 

Budgeted fixed overhead for 4 weeks--j-X ^ 

= Rs. 8,064 

f . , 252000 v 4 

Budgeted production for 4 weeks=—: -X — 


Budgeted cost per unit. Rs. 8064 

20160 

Standard fixed overhead 
for the month of Jan. 


= 20160 units. 

=40 paise. 

= Actual production at Standard cost 
per unit 

= 20200x40 p=Rs. 8,080 


1. Spending Variance 

(Actual Fixed overhead —Budgeted Fixed Overhead) 

(Rs. 8400—Rs. 8064) =Rs. 336 Unfavourable. 

Accounting entries : 



Rs. 

Rs. 

Dr. Expenditure Variance 

336 


Dr. Work-in-progress 

Cr. Fixed overhead a/c 

8064 

8400 



602 


MANAGEMENT ACCOUNTANCY 


Volume Variance : 

(Actual Quantity-Budgeted Quantity) Standard Cost per unit. 
(20200—20160) 40 p=40x40 p = Rs. 16 Favourable. 

(Higher level of volume is attained than budgeted'. 

Volume Efficiency Variance. 

(Actual Quantity —Standard Quantity) Standard cost per unit. 
(20200—19950) 40 p=250x40 p=Rs. 100 Favourable. 

The Standard Quantity is calculated as given below : 

Hours worked x units produced per hour (Standard) less idle lime : 

Hours. 

48 hours X 4 weeks = 192 

Less idle time = 2 

190 


The production standard was 105 units per hour. 

Therefore, for 190 hours =105x 190 

= 19950 units. 

Capacity Usage Variance. 

(Budgeted Quantity —Standard Quantity) Standard cost per unit. 
(20160—19950) 40 p. = 210x40 p. = Rs. 84 Unfavourable. 

Accounting entries : 

Rs. Rs. 


Dr. Capacity usage variance 84 

Dr. Finished goods 8080 

Cr. Volume Efficiency Variance 100 

Cr. Work-in-progress 8064 

Volume Variance^ Efficiency Variance+Capacity Usage Variance. 

Rs. 16 Favourable=Rs. 100 Favourable—Rs. 84 unfavourable. 

Fixed Overhead Variance=Spending Variance 

+ Efficiency Variance 
+ Capacity usage variance. 

Spending Variance = Rs. 336 Unfavourable 

Efficiency Variance =Rs. 100 Favourable. 

Capacity usage Variance =Rs. 84 Unfavourable 


Net Fixed Overhead variance 


Rs. 320 Unfavourable 
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p r ° b, enis foilQwing particu i ars relate to the production of quality products Ltd., 
for the month of January, 1978 : 

Material used kgs. 500 

Price per kg. 7*” 

Labour used-Hours 8.000 

Rate per hour 2 

Overheads : 

Budget: Rs. 20,000+ Rs. 1.50 per labour hour. 

Standard recovery rate Rs. 3 per labour hour. 

Actuals for the month : Rs. 40,000. 

Compute the material, labour and overhead variances for 

of management. 


Actual 
550 
Rs. 28 
8500 
Rs. 1.90 


the information 


Solution : 

Material cost variance 

(550 kgs X Rs. 28 - 500 kgs X Rs. 30) 

= Rs. 15,400-Rs. 15,000=Rs. 400 Unfavourable 
Material price variance. 

(Rs 28-Rs. 30) 550 kgs=2x 550= Rs. 1100 Favourable 

Material usage variance : 

(550 kgs-500 kgs) Rs. 30 

50 kgsx Rs. 30= Rs. 1500 Unfavourable 

Labour Cost Variance : 

=. (8500 X 1.90—(800 X Rs. 2) 
r«Rs. 16,150-16,000=Rs. 150 Unfavourable 
Labour Rate Variance 

(Rs. 1.90—Rs. 2.00) 8500 
= Rs. 850 Favourable 
Labour Efficiency Variance. 

(8500-8000) Rs. 2 = Rs. 1,000 Unfavourable 
Variable overhead variance. 

(Rs. 20000- 8000 XRs. 1.50) 

= Rs. 2000-Rs. 12000 
= Rs. 8000 Unfavourable 
Fixed Overhead Variance. 

Cost Variance 

(Rs. 20000-8000XRs. 3) 

= Rs. 20000-Rs. 24000 
=Rs. 4,000 Favourable 
Spending Variance 

20,000-20,000 Nil. 


Volume Variance 
20000 


(ZOOOO^gooo) 

^ 20000 -24000 


Rs. 3 

^ Rs. 3=Rs. 4000 Favourable 


3 
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Sub Variances : 

Efficiency Variance : 

(8500 — 8000) Rs. 3 = Rs. 1500 Unfavourable 

Capacity usage Variance : 

(2O|00_ 85OO ) Rs .3 

= ( 20^000— 25500 ^ Rs 3 

( — !000 ~ 25 ’ 500 ) Rs. 3 = Rs. 5500 Favourable 

N. B. Budgeted and actual fixed overhead are the same. 

Problem 9 

The Modern Company has adopted a Flexible Budget System based on 
Standard Cost. 

Normal capacity is : 

Machine hours 140 

Finished pieces planned to be produced during the month of 


Jan., 1978 2800 

The standard costs in connection with the above production are: Rs. 
Direct material (8400 units @ 40 paise per unit) 3360 

Direct labour (140 hours @ Rs. 2.25 per hour) 315 

Factory overhead (including an allowance for variable 
overhead @ 30 paise per unit 1400 


Rs. 5075 


The actual production for the month was: 

Machine hours 130 

Finished prices produced 2860 

The actual cost of this production was: Rs. 

Direct material (9000 units @ 41 per unit) 3690 

Direct labour (130 hours @ Rs. 2.20 per hour) 286 

Factory overhead '573 

Rs. 5549 


Direct labour hours and machine hours are proportional. 
Calculate and present to the management: 

1. The Standard cost per finished piece. 

2. The actual cost per finished piece. 

3. Material price variance. 

4. Material usage Variance. 

5. Labour rate variance. 

6 . Labour efficiency variance. 

7. Variable overhead expenditure variance. 

8 . Fixed overhead spending variance. 

9. Fixed overhead volume variance. 

10. Total variance. 


(M.B.A. Pt. II. 1974 
Pb. University) 


605 


standard costing 

Solution 


Material costs 

Direct labour 

Overhead 

2,800 pcs. 

Rs. 

3,360 

315 

1,400 

per piece 
Rs. 

1.20 

0.1125 

0.50 

(3 units 

X 0.40 per 

unit). 

(.05hrs 

X 2.25) 

(budget 

formula 

Rs. 560+0.30 
per units) 


5,075 

1.8125 


Stand ard cost per finished 

Rs. 5075 
p,CCC 2800 pcs. 

— Rs. 1.8125 



Rs. 5549 

__ D c 1 Q40? 

Actual cost per nnisnea picc*. 2g60 ^ 




2 . 

3 Material price variance : 

(St. price—Act. price) X Act. units. 

(0.40-0.41) X 9000 units=Rs. 90 (U) 

4 . Material Usage 

(St. qty.-Act. qty.) x Std. price, 
i.e. { (2860X3 = 8,580) }-9000x0.40 
i.c. 420 units X Rs. 0.40 = Rs. 168 (U) 

5 . Labour rate variance 

(St rate-Act rate) X Act. hours 
Rs 2.25-2.20) X 130=Rs. 6.50(F) 

6 . Labour Efficiency Variance. 

(Std. Hrs. —Act. Hrs.) X Std. Rate 

i.e. {( 2860 x .05=143 hours)}—130 hrs.) Rs. 2.25=Rs. 29.25 (F) 
= Rs. 29.25 (F). 

7 and 8 

Actual overhead Budget for Act. O'head 

d* t 573 Rs. M18 

(given) (Rs. 560+2,860 pee. 

6 I X p. 30/pc. 

_J l_ 


l 


Abosrbed O'head 

Rs. 1430 
(2860 pcs. X 
Rs. 0.50/pc.) 

_j 


Spd. Var. Rs. 155 (U) 

l_ 


Vol. Var. Rs. 12 (F) 

_J 


Total Var. Rs. 143 (U) 

Problem 10 

In a factory section, there are 80 workers and the average rate of wages 
per worker is 50 paise per hour. Standard working hours per week is 45 and 
the standard performance is 6 units per hour. 
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During the four weeks in January, 1978 wages paid for 40 workers was 
SO p. per hour, Rs. 60 p. per hour for 15 workers and 40 p, per hour for 2S 
workers. This section of the factory did not work for 4 hours due to break 
down of machinery. 


Calculate the labour Rate Variance for the Section for the 4 weeks. 

Solution 



Standard wages : 



1 worker for 1 week of 45 hours (n 50 p. 


Rs. 

22.50 

1 „ „ 4 week Rs. 22.50X4 

= 

90.00 

80 „ „ „ Rs. 90X80 

= Rs. 

7200 

Actual wages (4 weeks of 45 hours each) 


— — — 

40 workers @ 50 p. = Rs. 20 x 45 hours X 4 weeks 

__ 

Rs. 

3600 

15 „ @ 60 p. = Rs. 9X45 „ X4 „ 


1620 

25 „ @ 40 p. = Rs. 10X45 „ X4 „ 

= 

1800 


Rs. 

7020 


Labour Rate Variance 

(Rs. 7020-1^7200) = Rs. 180 (F) 

Problem 

The management of Swaraj Company Ltd., has established a standard 
costing system. Established standard costs are : 

1. Material 12 pieces per unit of finished product @ 60 p. per piece. 

2. Labour 3 hours per unit (& Rs. 2.50 per hour. During the month of 
March 1978, the company produced 1000 units of finished product. Produc¬ 
tion information for the month of March is as follows. 

1. Material : 14000 pieces at a total cost of Rs. 7280. 

2. Labour cost : Rs. 7500 

3. Direct labour hours worked were 2500 
You are required to compute : 

(i) Material Cost Variance 

(ii) Material Price Variance 

(iii) Material Usage Variance 

(iv) Labour Cost Variance 

(v) Labour Rate Variance 

(vi) Labour Efficiency Variance. 

There was no inventory in the beginning or at the end of the month. 

1. Material Cost Variance 
(AQx AP)-(SQXSP) 

Standard quantity in relation to production 

( 14000 X ~W 56" ~)~ { (12 piecesX 1000) (6 ° ?) } 

(Rs. 7280)—(Rs. 7200)=Rs. 80 (UF) • . 
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Material Price Variance 
(AP-SP) AQ 

(52 P-60P) 14000 —Rs. 1120 (F) 
Material Usage Variance 

(AQ-SQ) SP 

(14000-12000) 60 p=Rs. 1200 (UF) 
Labour Cost Variance 
(AHXAR)X(SHXSR) 

Standard hours for actual production 
(2500 x Rs. 3)—(3000 X Rs. 2.50) 

= Rs. 7500 — Rs. 7500- Nil 
Labour Rate Variance 
(AR—SR) AH 

(Rs. 3—Rs. 2.50) 2500= Rs. 1250 (UF) 
Labour Efficiency Variance 
(AH-SH) SR 

==(2500—3000) Rs. 2.50 = Rs. 1250 (F) 


Problem 12 

The X Department of the Dynamic Co. Ltd is scheduled to produce 
mnnn units of product in 10000 standard direct-labour hours. However, it has 
t °w*n 12000 actual direct labour hours to produce 10000 units. The variable 
overhead items are as detailed below : 


Budgeted Formula Per 
Standard Direct Labour Hour 


Rs. 


Actual Costs 
incurred 


Rs. 


Indirect labour 
Maintenance 
Lubricants 
Cutting tools 


1.00 

.10 

.05 

.08 


11,700 

1,150 

600 

1.500 


Rs. 1.23 


14,950 


The actual direct labour-rate is Rs. 8.10 per hour ; the standard rate is 
Rs. 8.00. 

You are required to : 

1. Prepare a detailed performance report with two major sections : dircet 
labour and variable overhead. 

2. - Explain the similarities and differences between the direct-labour and 
the variable-overhead variances. 


M.B.A. Pt. II 
1977 Pb. University 
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Solution 


Detailed Performance Report 


»> _(2)_ (3) (4) 

Inputs Inputs Outputs 

Actual Costs Budget based Budget 
incurred on 12000 based on (l)-(3) 
actual direct 10000 Budget 
Hours Standard Variance 





direct hours 
of work 
allowed 
for units 
produced 

to be 
analyzed 


Rs 

Rs. 

Rs. 

Rs. 

Direct labour 

97,200 

96,000 

80,000 

17,200U 

Variable Overheads : 





Rs. 

Rs. 

Rs. 

Rs. 

Indirect labour 

11,700 

12,000 

10,000 

1.700U 

Maintenance 

1,150 

1.200 

1,000 

150U 

Lubricants 

600 

600 

500 

100U 

Cutting tools 

1,500 

960 

800 

700U 


Analysis of (4) 


</) — (2) (2)-(j) 
Spending Efficiency 
Variance Variance 


Rs. 

1.200U 


Rs. 

16.000U 


Rs. R S . 

300F 2,000U 

50F 200U 

— 100U 

540U 160U 


Similarity between the direct labour and variable overhead variances is 
attributed to in efficiancy. Difference between the two is in respect of spending 
variance. In case of labour it is unfavourable. But in respect of variable 
overhead spending variances are favourable except in case of cutting tools, which 
ought to be related to machine hour rate. 


Problem 13 


The Progressive Company Ltd., had scheduled production of 1000 units of 
product in 1000 hours. It has taken 1100 hours to manufacture 1000 units. 
The variance overhead items are : 



Expected cost 

Costs 


behaviour 
per standard 
direct labour hour 

incurred 


Rs. 

Rs. 

Rework and inspection 

0.60 

720 

Clean up time 

0.20 

250 

Oilers and cleaners 

0.10 

120 

Maintenance 

.10 

130 


Re. 1.00 

Rs. 1220 
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standard costing 

Dr^nore a detailed performance report. (M.B.A. Pt. II 

Prep ° Pb. University 1977) 


Solution 

(/) 

(2) 

(3) 

(4) 

Analysis of ( 4) 

Inputs : 
incurred 

Inputs: 
Budget 
based on 

1100 hours 
actual hours 
of work done 

Outputs: 
Budget 
based on 
1000 stan¬ 
dard hours 
of work 
allowed for 
units 
produced 

(1) —(3) 
Total 
Budget 
Variance 

U) —(2) (2)—(2) 

Spending Efficianey 
Variance Variance 

Rework and 
inspection 
Clean up time 
Oilers and 

cleaness 

Maintenance 

Rs. 

720 

250 

120 

130 

Rs. 

660 

220 

110 

110 

Rs. 

600 

200 

100 

100 

Rs. 

120U 

50U 

20U 

30U 

Rs. 

60U 

30 U 

10U 

20U 

Rs. 

60U 

20 U 

10U 

10U 


Rs. 

Rs. 

Rs. 




Total Varia¬ 
ble Overhead 

1,220 

1,100 

1,000 

220U 

120U 

100U 


Problem M 

From the following particulars, calculate the following variances • 

1. Material cost variance. 

2. Material price variance. 

3. Material usage variance. 

4. Material mix variance. 


Material 

Standard 

Quantity 

Price 

Quantity 

Actual 

Price 


Kg. 

Rs. 

Kg. 

Rs. 

A 

10 

8 

10 

7 

B 

8 

6 

9 

7 

C 

4 

12 

5 

11 


22 


24 



(M. Com. Nagpur, 1977) 
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Solution 


A 

B 

C 


Standard 


Quantity Rate Amount 

Kg- Rs. Rs. 

10 8 80 

8 6 48 

4_ 12 48 

Total 22 Rs. 176 


Average Standard Input Cost 
per kg. =- Rs ~ 2 176 - = Rs. 8/— 


Actual 


Quantity 

Rate 

Amount 

Kg 

Rs. 

Rs. 

A 10 

7 

70 

B 9 

7 

63 

C 5 

11 

55 

Total 24 


Rs. 188 

— 


= =3 = 

Material Cost Variance 



(A Q x A R)-(S QxS R) 



(Rs. 188 —Rs. 176) 

= Rs. 12 (U) 


Material Price Variance 



(A P-SP) AQ 



A = (Rs. 7 —Rs. 8) 10 

= Rs. 10 (F) 


B = (Rs. 7-Rs. 6) 9 

= Rs. 9 (U) 


C=(Rs. 11 — Rs. 12) 5 

= Rs. 5 (F) 


Net material variance 

Rs. 6 (F) 


Material Usage Variance 



(A Q-S Q) SP 

Rs. 


A (10 kgs.—10 kgs.) Rs. 8 

= 0=00 


B ( 9 kgs.— 8 kgs.) Rs. 6 

= 6=00 (U) 


C ( 5 kgs.— 4 kgs.) Rs. 12 

= 12=00 (U) 



Net material usage variance 


18=00 U 


Material Mix Variance 

Calculate standard proportions in terms of actual input 

A= g-X 24-10.91 
B = ^|-X 24=8.73 


C=-^~ X 24=4.36 



STANDARD COSTING 

Rs. 

A = (10 kgs—10.9D Rs. 8—0.91 x Rs. 8=7.28 (F) 
nZ (9 kgs-8.73) Rs. 6 = 0.27 x Rs. 6=1.62 (U) 
C=(5 kgs—4.36) Rs. 12=0.64xRs. 12=7.68 (U) 

Net Material Mix Variance Rs. 2.02 (U) 


problem 15 

The budgeted production of X Co. Ltd., for the year is 4500 tonnes. 
The budgeted fixed overheads for the year are Rs. 90,000. 

There are 50 working weeks in the year; 4 weeks in February A week is 
f 6 days. One extra day was actually worked during the month. The input 
was 400 tonnes for this period. 

The actual fixed overheads for the month of February amounted to 
Rs. 7100 and the actual production 364 tonnes. 

Calculate overhead variances. 

Actual production for the month 

/ 4500x4 \ 

Budgeted ^ 50 / 

Standard .» *» 

(Budgeted production pci day 

__ 360 tonnes . ^ 15 tonnes. Since the 

factory has worked for one extra day. 

There the standard production would be 
375t (360 + 15). 

Budgeted fixed overhead for a month 

consisting of 4 week 

Standard fixed overhead = Actual production at standard cost per tonne 

= 364xRs. 20 ( R - S - 9 ^ - ^ ) = Rs. 7,280 

Spending variance 
AFO-BFO 

= (Rs. 7100—Rs. 7200)=Rs. 100 (F) 

Volume variance 
(AQ-BQ) SC 

(364-360) Rs. 20 = Rs. 80-(F) 

Efficiency variance 
*(AQ—SQ)SC 

(360-375) Rs. 20=Rs. 300 (U) 

•The work performed was on 400 tonnes processed, out of which 360 tonnes 
of finished product was expected. It is incidental that 364 tonnes was actually 
produced. It was not necessarily caused by efficient use of machine. Therefore 
this variance can be split to show the effect of increased yield. This would need 
to show the actyal quantity produced as 360 tonnes. 


r 364 tonnes 
>360 , f 
375 >• 


Rs. 9000 

erv 


X 4 = Rs. 7200 
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Yield variance 
(AL-SL) SC 

(36 tonnes —40) Rs. 20 = Rs. 80 (F) 

Capacity Variance 

Revised budget quantity 24+1=25 day @ 15 tonnes 

= 375 tonnes 

(RBQ-SQ) SC 

(375 tonnes—375) Rs. 20=Ni! 

Calender variance 
(RBQ-BQ) SC 

(375-360) Rs. 20 = Rs. 300 (F) 

Fixed overhead variance 
Rs. 7100—7280 = Rs. 180 (F) 

Fixed overhead variancc=Spending variance+Volume variance 

— Rs. 100+Rs. 80 = Rs. 180 (F) 

Fixed overhead = Efficiency + Yield + Capacity+Calender 
volume variance variance variance variance variance 
Rs. 80 (F) =Rs. 300 (U)+ Rs. 80 (F)+Nil+Rs. 300 (F) 

Problem 16 

X Co. Ltd., follows standard costing system. From the following data 
prepare the actual manufacturing cost of its products, workout revised selling 
price by adding standard quantum of profit to the actual cost. Compute the 
elementwise variances and list the factors responsible for the variances. Round 
up the results to 2 decimal places. 

Products 


Standard Cost: 

A 

B 

C 


Rs. 

Rs. 

Rs. 

Direct Material 

2.50 

3.25 

3.75 

Direct Labour 
@ Re. 1 per hour 

1.25 

1.50 

2.00 

Factory overhead 
(as a % on Labour cost) 

200 % 

200 % 

200 % 

Administration overhead 
(as a % Factory cost) 

25% 

25% 

25% 

Selling Price 

Rs. 8.50 

Rs. 10.75 

Rs. 13.50 

Actual units produced 

A—10000 _ 

B—12000 

C— 8000 




Total cost: 


Materials 

Rs. 

1,0,3400=00 

Labour 

Rs. 

55,800=00 

Factory overhead 

Rs. 

83,700=00 

Administration overhead 

Rs. 

64,212=50 


Solution Computation of Standard Cost 


standard costing 
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Total Direct Material 
Total Direct Wages 
Total Factory overhead 


Actual 

Standard 

1,03.400 

94,000 

55,800 

46,500 

83,700 

93,000 

2,42,900 

2,33,500 

— = = = 

= — — — 

64,212 50 

58,375 


Variance % of standard 


9,400 (U) 

10 % 

9,300 (U) 

20 % 

9,300 (F) 

10 % 

9,400 (U) 


5,837.50 (U) 

10 % 

Rs. 


9,400 (U) 


9,300 (U) 


9,300 (F) 


5,837.50 (U) 



Rs. 15,237.50 Unfavourable 


Total A Jin. Overhead 

Factors responsible for variances 

Direct Material 
Direct Labour 
Factory Overhead 
Adm. Overhead 

Net Overhead Cost Variance 


Problem 17 

f r c A r? anufactunn 8 concern engaged in the production of wire spoke wheels 
X (Model 4730) S^SuUlT^ COSti " g SyS, ' m - Th ' “ andnrd ** f ° r wheel 
Direct Materials:—7 kgs per unit @ Rs. 35 kg. 

Direct Labour:—8 hours per unit @ Rs. 17.50 per hour. 

Factory overhead:— 

Fixed overhead: Rs. 11.50 per hour or Rs. 92 per unit or Rs. 82,800 
Variable overhead: Rs. 8.50 per hour or Rs. 68 per unit or Rs. 61,200 
Factory overhead is applied on the basis of direct labour hours. 

During the month of October, the operating results were as follows: 
Number of units produced g00 

Actual direct labour hours 6,300 

Actual factory overhead r s . 1,32,000 

Material cost per kg Rs. 34.50 

Labour cost per hour Rs. 18.00 

Actual quantity of material used 4800 kgs. 

From the above data, prepare a table showing standard cost variances 
for material labour and factory overhead together with explanatory notes based 
on suitable assumptions. 


Solution 

No. of units produced 800 
Material cost variance 
(AQXAR)-(SQXSR) 

Standard quantity be related to actual production 
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stanpako cost.no 

..-no kgsXRs. 34.50) —(800 X 7 kgsxRs. 35) 

( ,Rs 1 65,600)-(Rs. 196000)=Rs. 30400 (F) 
Labour cost variance 
/ aH X AR) —(SH X SR) 

standard hours be related to actual production 
“ x RS. 18 ) —(800x8 Hoursx Rs. 17.50) 
==Rs. 1,13,400-Rs. 112000) = Rs. 1400 (U) 


Variable overhead 
Fixed 


Standard Fixed Overhead 


Actual 

Standard 

Budgeted 

Rs. 

Rs. 

Rs. 

58,400 

54400 

61200 

73,600 

73600 

82800 

1,32,000 Rs. 

1,28,000 

Rs. 1,44,000 

800 xRs. 92 = 

Rs. 73600. 



It is assuuicu.— ~ 1 . 

Net variance Actual-Standard 

-(Rs 132000 -Rs. 128000) = Rs. 4000 (U) 


Problem 18 

The Ambitious Company Ltd., produces a range of products. Normal 
. tv for a month is 50000 direct labour hours. Budgeted fixed factory over¬ 
head* is Rs. 100,000/- and the standard fixed factory overhead is Rs. 2 per hour. 

Compute the fixed factory overhead spending variance and fixed factory 
verhead volume variance under each of the following independent conditions. 
Indicate whether the variances are favourable or unfavourable. 

(a) Assume actual activity for the month of July was 41000 hours and 
actual fixed costs were Rs. 96,000. 

(b) Assume actual activity for the month of July was 63000 hours and 
actual fixed costs were Rs. 10,4,000. 

(c) Assume actual activity for the month of August was 50000 hours and 
actual fixed costs were Rs. 10.8,000. 

(d) Assume actual activity for the month of September was 80000 hours 
and actual fixed costs were Rs. 1,10,000. 

Solution 

(a) Fixed overhead spending variance 

Rs. 

1 , 00,000 

96,000 


Budgeted fixed overhead 
Actual fixed overhead 
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Fixed overhead volume variance 
(AH —BH) SR 

(41000 — 50000) Rs. 2=Rs. 18000 (F) 

(b) Spending variance 
Budgeted 
Actual 


Rs. 

1,00,000 

1,0,4000 


Volume variance 

(63000 — 50000) Rs. 2=Rs. 26000 (U) 

(c) Spending variance 
Budgeted 
Actual 


Volume variance 
(50000-50000) Rs. 2=0 

(d) Spending variance 
Budgeted 
Actual 


Volume voriance 

(80000-50000) Rs. 2 = Rs. 60000 (U) 
Sales variance 


Rs. 4,000 (U) 


Rs. 

100000 

108000 


Rs. 8000 (U) 


Rs. 

100000 

110000 

Rs. 10000 (U) 


So far we have discussed the computation of material, labour and factory 
overhead variances. But to obtain the full benefit of standard cost, sales 
variances also need to be calculated. Firms usually sell more than one product 
and it is seldom that the ratio of sales of each product to be the same in both 
the budgeted and actual figures. In the normal course there ought to be 
difference between the sales mix and sales prices as laid down in the budget 
and the actual. In considering the problems which arise when the mix of 
sales is not in accordance with the budget, its is necessary first of all to adjust 
the price variances on the actual sales, so that a true comparison can be made. 

Example 

The following data shows the budgeted and actual sales for a specific 
period. Calculate the sales price variance. 


Sales for Budget Period 


Product 


Budget 



Actual 



Units 

Per unit 

Amount 

Units 

Per unit 

Amount 



Rs. 

Rs. 


Rs. 

Rs. 

X 

1500 

1 

1500 

1800 

1.00 

1800 

Y 

2000 

3 

6000 

2400 

3.10 

7440 

/ 

1680 

2 

3360 

1600 

1.15 

1840 


5180 


10860 

5800 


11080 


STANDARD COSTING 
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The first step necessary is to convert the actual sales quantities at the 
budget prices and then to calculate the revised standard sales. 


Product 


Actual Sales Quantities at the 
Budget Price {Standard Sales) 


Revised Standard Sale 


Units 


Standard 
Price per 
per units 


Amount 


Ratio% 


Amount 


X 

Y 

Z 

Total 



Rs. 

Rs. 


Rs. 

1800 

1 

1,800 

14% 

1,530 

2400 

3 

7,200 

55% 

6,122 

1600 

2 

3,200 

31% 

3,428 

5800 


Rs. 12,200 

100% 

Rs. 11,080 

on of Revised-Standard Sales by 
ual sales mix. 

converting 

the standard 


TOo x 11080 


Y Too x 11080=6122 


1530 14% 
55% 


fof£6 x 11080=3428 31 % 

Value Variance 


Actual Sales Budgeted Sales 
(As-Bs) 



Actual Sales 

Budgeted 

Sales 



Rs. 

Rs. 

Rs. 


X 

1,800 

- 1,500 

= 300 

(F) 

Y 

7.440 

— 6.000 

= 1,440 

(F) 

Z 

1,840 

— 3,360 

- 1,520 

(U) 


Total Rs. 11,080 

— Rs. 10,860 

Rs. 220 

(F) 


This variance represents the difference between the value of sales budgeted 
and that actually achieved. 

Price Variance 

Actual Sales-Standard Sales 
(As-Ss) 



Actual Sales 

Standard Sales 
at actual Quantity 




Rs. 

Rs. 

Rs. 


X 

1,800 

— 1,800 = 

0 


Y 

7,440 

— 7.200 = 

240 

(F) 

Z 

1,840 

- 3,200 = 

1,360 

(U) 


Total Rs. 11,080 

— Rs. 12,200 Rs. 

1,120 

(U) 
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This variance represents the difference in prices on value of sales. 

Volume Variance 


Budgeted Sales- 

-Standard Sales 



(Bs- 

-Ss) 



Budgcted Sales 

Standard Sales 



Rs. 

Rs. 

Rs. 


1,500 

1,800 = 

300 

(F) 

6,000 — 

7,200 = 

1,200 

(F) 

3,360 — 

3,200 = 

160 

(U) 

Total Rs. 10,860 — Rs. 12,200 = Rs. 

1,340 

(F) 


... i J h L S '? ri f n J ce re P res .^t the difference between actual quantities of sales 
and the budgeted quantities. * 


Quantity Variance 


Budgeted Sales—Revised Standard Sales 




(Bs-Rss) 




Budgeted Sales 

Revised Standard Sales 



Rs. 

Rs. 

Rs. 


X 

1,500 

1,500 

30 

(F) 

Y 

6,000 

— 6,122 

122 

(F) 

Z 

3,360 

— 3.428 

68 

( F) 


Total Rs. 10,860 

— Rs. 11,080 Rs. 

220 

(F) 

This variance forms part of the Volume Variance and 

relates 

to actual 

sales being greater or lesser than those budgeted. 




Mix Variance 




Revised Standard Sales—Standard Sales 





(Rss—Ss) 




Revised Standard Standard 




Sales 

Sales 




Rs. 

Rs. 

Rs. 


X 

1,530 

— 1,800 

270 

(F) 

Y 

6,122 

- 7,200 

1,078 

(F) 

Z 

3,428 

— 3,200 

228 

(U) 


Total Rs. 11,080 

— Rs. 12,200 Rs. 

1120 

(F) 


This variance forms part of the volume variance and relates to the change 
in ratio of quantities of sales. 

Value Variance=Price Variance^-Volume Variance 
Rs. 220 (F)=Rs. 1,120 (U)+Rs. 1,340 (F) 

Volume Variance=Quantity Variance+Mix Variance 
Rs. 1,340 (F)=Rs. 220 (F)+Rs. 1,120 (F) 
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standard costing 
Problem 19 

_ K.idceted and actual sales of a concern manufacturing and marketing 
sin gSproduct are furnished below : 

Sales as Budgeted Actual Sales_ 


Quantity 

Price per 
unit 

Amount 

Quantity 

Price per 
unit 

Amount 

---- 

Rs. 

Rs. 


Rs. 

Rs. 

10000 

3.00 

30,000 

5000 

3.00 

15000 

8000 

2.50 

20000 


Compute 

(i) Sales Price Variance 

(ii) Sales Volume Variance 


Solution 


Actual sales quantities at the Budgeted Price (Standard Sales) 

Amount 


Units 


Standard price 
per unit 



5000 

8000 


13000 


3.00 

3.00 


" Sales Price Variance 
Actual Sales—Standard Sales 
vRs. 35000—Rs. 39000) 


15000 

24000 

39000 


= Rs. 4000 (U) 

Sales Volume Variance 
Budgeted Sales—Standard Sales 
(Rs. 30000—Rs. 39000) 

= Rs. 9000 (F) 


Problem 20 

The sales of Standard Cost Ltd., for the month of March 1978 was as 
follows : 


Product 

Units 

Standard 
selling price 
per unit 

Standard 
Amount of 
sales 



Rs. 

Rs. 

X 

1,000 

20 

20.000 

Y 

400 

30 

12,000 

Total 

1,400 


Rs. 32,000 
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Actual Sales in March 1978 


Product 

Units 

Actual selling 
Price per unit 

Actual sales 



Rs. 

Rs. 

X 

1.050 

22 

23.100 

Y 

500 

34 

17,000 

Total 

1.550 


Rs. 40,100 


.- >* ■ ~ • v-vjv II *_VJ iv_j uaivuidic MIC DUUgeie 

of March 1978 together with related variances. 
Solution 


Product Actual Sales Quantities Revised Standa'd Sales 

at Budget Price 
(Standard Sales) 




Uuits 

Standard Price 
per unit 

Amount 

Ratio% 

Amount 

X 

Y 


1050 

500 

Rs , 

20 

30 

Rs. 

21,000 

15,000 

62.5 

37.5 

Rs. 

25062.5 

15037.5 


Total 

1550 

Rs. 

36,000 

100.0 

40100.0 


Calculation of Revised Standard Sales by converting the standard 
proportions to actual sales mix. 


X= 

20000 

32000 

. 40100 

50125 

2 

=25,062.5 = 62.5% 

Y= 

12000 

. 40100 

30075 

15037.5 37.5 o,;, 

I “ 

32000 


2 

"40,100.0 100.0 % 


Budget Variance 


Actual Sales—Budgeted sales 



Rs. 

Rs. 


Rs. 



23100 

— 20000 

=r 

3100 

(F; 

Y 

17000 

— 12000 

= 

5000 

(F) 

Total Rs. 

40100 

— Rs. 32000 

— 

8100 

(F) 


STANDARD COSTING 
Price Variance 

Actual Sales—Standard Sales 



Rs. 

Rs. 

Rs. 


X 

23,100 

— 21,000 = 

2,100 

(F) 

Y 

17,000 

— 15,000 = 

2,000 

(F) 

Total 

Rs. 40,100 

— Rs. 36,000 = Rs. 

4,100 

(F) 



Volume variance 




Budgeted Sales—Standard Sales 




Rs. 

Rs. 

Rs. 


X 

20.000 

— 21,000 - 

1,000 

(F) 

Y 

• 12,000 

— 15,000 - 

3,000 

(F) 

Total 

Rs. 32000 

— Rs. 36000 — Rs. 4000 

(F) 

Budget-Variance = 

Price variance + Volume variance 


Rs. 8100 (F) = 

(Rs. 4100+Rs. 4000) (F) 




Budgeted Sales—Revised Standard Sales 



Rs. 

Rs. 

Rs. 


X 

20,000 

25.062.50 - 

5,062.50 (F) 

Y 

12,000 

— 15,037.50 - 

3,037.50 (F) 

Total 

Rs. 32.000 

- Rs. 40,100.50 = 

8,100.00 (F) 


Revised Standard Sales—Standard Sales 



Rs. 

Rs. 

Rs. 


X 

25,062.50 

— 21000 = 

4,062= 

= 50 (U) 

Y 

15,037.50 

— 15000 = 

37= 

50 (U) 

Total 

Rs. 40,100.00 

— Rs. 36000 = Rs. 4,100= 

=00 (U) 


Volume Variance 
Rs. 4000 (F) 


Quantity Variance+Mix Variance 
Rs. 8100 (F)+Rs. 4100 (U) 

Rs. 4000 F 
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EXERCISES 


*' ™ r i"®, Sl ? ndard 5° sts -. wh V arc standard costs required for proper 
control of manufacturing operation ? 


managerial 


2 * uiV!'• ,S casicr L to standards for material costs than either for labour or manu¬ 
facturing overhead? What are two variations of material costs and whichk ?he 
- Explain whether material price variations should be part of the 
cost in the period in which purchased or in which used. nc 

3 ‘ \A/hf,*!I^n , Kt a i^r i u , |^ nanlity when expected actual standards are used? 

Who might be held responsible for the two meterial variations from standards ? 

4 ‘ 3r V h ? tW ° £'2* of var ' a, ‘°P s from standards used with labour costs ? What 
ratc H ? ^ ° n ab ° Ur COSl var,anccs 'f the workers arc all paid a straight peicc 

5. The standard Supply Company produces a simple article which goes through two 
foUowi'ng data artmCnlS ’ ThC S,andard card for lhis ar, icle indicated the 


Department A 

M B 


Standard 

Stand 

Total 

Time 

Rate 



Rs. 

Rs. 

2.2 Hours 

1.80 

3.96 

1.6 ». 

2.00 

3.20 


The production for the month of Jan., 1978 was 1000 units. The actual labour costs 
in the two departments were : 




Hours 

Cost 




Rs. 

Department 

A 

2000 

3,800 


B 

1800 

3,420 


What are the labour cost and labour efficiency variances ? 


6. The Standard cost of product A as established in 1978 is as follows : 

Rs. 


3 units of direct material X @ Rs. 2 per unit 6 

4 hours direct labour @ Rs. 2.50 per hour 10 

Variable indirect cost @ Rs. 1.50 per machine hour 3 

Fixed indirect cost at 50 P. per direct man-hour 2 


Rs. 21 


As on 1st Jan. 1978, there were no inventories on hand of stores, work-in-progress 
or finished goods. The budget called for 16,000 direct man-hours (4000 units of produc)- 
for the month of Jan. The normal expectation is monthly activity of 18,000 direct, mau- 
hours and 9,000 machine-hours. 

During January., 4,200 units were produced. There was no work-in-proccss at the 
end of January and 2,800 units were sold. 

Operational data for January is as follows : 

17,200 units of direct materials were purchased at Rs. 2.05 per unit. 

16,500 direct man-hours of labour were employed costing Rs. 42,900. 

Variable indirect cost amounted to Rs. 12,900. 

Material consumed in production—12,900 units. 

Fixed indirect cost—Rs. 9,000. 

Total machine hours—8,000. 
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On the b<!sis of the above information you arc required to compute the followine 

variances : 

(1) Direct Material Purchase Price Variance. 

(2.1 Direct Material Usage Variance. 

(3) Direct Labour Wage Rate Variance. 

4) Direct Labour Efficiency Variance. 

(5) Variable indirect cost Spending Variance. 

(6) Variable indirect cost Efficiency Variance. 

(7) Budget Variance for Fixed Indirect Cost. 

(3) Volume Variance for Fixed Indirect Cost. 

7 The Popular Company uses a standard cost system for the cost of one of its products. 
The standard is based on budget monthly production of 100 units per day for the usual 22 
workdays per month. Standard cost per unit for direct labour is 16 hours Rs. 1.50 per 
hour. Standard cost for overhead was set as follows : 

Fixed overhead per month 
Variable overhead per mont h 

Total Budgeted overhead Rs. 

Expected direct labour cost Rs. 

Overhead rate per rupee of labour Rs, 

Standard overhead per unit Rs. 


Rs. 

29,040 

39,600 

68,640 

52,800 

1.30 

31.20 


During the month of September, the plant operated only 20 days. Costs for the 
2800 units produced were : 


Direct labour 32,860 hours Rs. 1.52 49.947.20 

Fixed overhead (incurred) 29,300.00 

Variable overhead (incurred) 39,065.00 

You arc required to : 

(1) Compute the Variance from the standard in September for 

[a) Direct Labour Cost 

( b) Overhead 

(2) Analyze the variances from standard into identifiable causes for 
(</) Direct labour and 

lb) Fixed and Variable overhead. 

8. The Standard Supply Company uses a standard cost system in accounting for its 
single product. The standard costs were set as follows : 

Budgeted Production for Month, 12,000 units. 

Standard Direct Material per unit : 

Material X—10 kg. @ Rs. 4.50 Per Kg. 

Material Y—5 kg. 0.90 P. Per Kg. 

Standard Direct Labour per Unit : 10 Hrs. (a) Rs. 2.40 per Hour Total Standard Cost 
per Unit including Overhead on a Direct Labour Hour basis Rs. 88.50 I*. 

Operating data taken from the records for the month of November. 

1. In process, November 1. lone. 

2. Completed during month 6,000 units. 

3. In process, November 30, 3,000 units, as follows : One-third direct labour, all of 
Material X, and onc-Fifth of Material Y. 
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4. Direct labour was 72,000 hours at an average hourly rate of Rs. 2.55. 

5. Materials issued to production : 

88.000 Kgs of Material X Rs. 4.35 P. 

35,000 Kgs of Material Y @ Rs. 1.08 P. 

6 . Overhead costs for the month were Rs. 98.700. of which Rs. 63,000 was for fixed 
costs, the balance variable. 

Prepare a schedule showing the variations of actual costs from standard costs and an 
?r a S S . °’ v i r, ? nccs . for . 'fbour, material, and overhead, separating each into the volume 
(quantity or efficiency) and the price (cost) factors which caused them. Show computations 
supporting your schedule. 


9. The X Product Company manufactures a single product in lots of 100. It uses a 
standard cost system in which two variations arc recorded for the materials two for the labour 
and three for the manufacturing overhead costs. 

The standard costs being used for the current accounting period arc as follows: 


Rs. 


50 kg. Material X @ Rs. 2.00 

100.00 

20 Labour Hours, Operation No. 1 @ Rs. 1.80 

36.00 

30 Labour Hours, Operation No. 2 @ Rs. 2.00 
Overhead: 

60.00 

25 Machine Hours @ Rs. 3.00 

75.00 

Total cost of 100 units 

Rs. 271.00 


The budget for the current accounting period calls for a production of 28.000 units (1280 
jobs for each) only 250 jobs were completed. 

Purchases for the period were as follows: 

6.000 kgs. Material X @ Rs. 2.25 
4,000 kgs. Material X @ Rs. 1.90 
5,000 kgs. Material X (§> Rs. 2.10 
Direct labour costs for the period: 

5.200 hrs of operation No. 1 G) Rs. 1.75 

7.200 hrs of operation No. 2 @ Rs. 2.25 

Actual manufacturing overhead costs incurred amounted to Rs. 20.400. Budgeted 
manufacturing overhead costs were Rs. 21,000. { 

• 

Materials used in production on the first-in, first out-basis, 14,500 kgs. 

Actual machine-hours required to complete 250 jobs were 7,150 
Budgeted machine-hours were 7,000. 

All 250 jobs were completed. 

From this information you arc asked to prepare a statement of the material, labour, and 
manufacturing over heads variances segregating them into those duo to quantity, volume or 
efficiency, and those due to cost or price. 

10. Assume the following date concerning one year; 


Actual Manufacturing Costs Standard Manufacturing Cosr Applied 



Rs. 

Materials (1000 units <«) Rs. 6 

6000 

Labour (3,200 hours <«i Rs. 2) 

6,400 

Variable Overhead 

4,100 

Fixed overhead 

4,200 


20,700 


Materials (1,100 units @ Rs. 5.90 

Rs. 

6,490 

Labour (3,250 hours @ Rs. 2.10 

6,825 

Variable overhead (3,250 
hours @ Rs. 1.20) 

3,900 

Fixed overhead 

* 

(3,250 hours @ Rs. 1.20) 

3,900 

• 

21,115 
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Required 

(a ) Calculate price and efficiency variances for materials, labour, and variable over¬ 
head costs. 

Calculate budget, efficiency, and volume variances for fixed overhead costs (hours 
Of capacity for the year arc 3,400). 

, \ mtal uo the nine variances to see if they are equal to the difference between actual 
and standard*costs (21,115 — 20,700 = 415). 

(d) Discuss the efficacy of efficiency variances for fixed and variable overhead. 

, . Th«* Pnoular Company manufactures product X in Standard batches of 100 units. A 
standard cist system is in operation. The standard costs for a batch arc as follows- 

Rs. 

Raw materials-60 kgs. @ 45 P per kg. 27.00 

Direct labour—36 hours @ Rs. 2.15 per hour 77.40 

Overhead —36 hours @ Rs. 2.75 per hour 99.00 

Rs. 703.40 


Production for April 19 . .. amounted to 210 batches, 
below: 

Normal output per month 
* Raw materials used 

Cost of raw material used 
Direct labour Cost 
Overhead cost 

Average overhead rate per hour 


The relevant data arc given 

24000 units 
13000 kgs. 

Rs. 

Rs. 6.110.00 
Rs. 16,790.40 
Rs. 20,592,00 
Rs. 2.60 


The management has noted that actual costs per batch deviate somewhat from standard 
cost per batch. 

You arc required to prepare a statement which will contain a detailed explanation of 
the difference between actual and standard costs. 

12 The X Co. Ltd., engaged in the production of heavy equipment, has applied factory 
overhead to its product on the basis of a standard rate of 115% of direct labour cost. This 

rate, at the time it was established, was based on the following information as to expected 

operations: 


Direct labour hours 
Direct labour cost 
Average rate per hour 

Fixed Overhead 
Variable Overhead 


Rs. 

57,936 

1.29,744 


1.36,000 
Rs. 1,63,200 
Rs. 1.20 


Rs. 1,87,680 


At 31st. Dec. 19, the end of the first accounting period, the records disclosed the following 
information: 


Direct labour hours 


1,30,000 

Direct labour cost 


Rs. 1,83,040 

Average rate per hour 

Rs. 

Rs. 1.408 

Fixed Overhead 

75,400 


Variable Overhead 

1,45,600 

Rs. 2,21,000 

Under absorbed Overhead 


Rs. 10,504 
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in th^ycar^ 3 operations S C ° nC " nCd Wi ‘ h ,h ' facl ,ha ' «« fad ' d >° a *orb overhead of Rs. ,0504 
Required: 

(a) Discuss and criticise the system currently being used to absorb overhead 

tion «’s,e P d CPa Yo a u n "e'l^comiuie^d^how t'heS ? hy ,hC - R$ '“v 504 under absor t>‘ 
and direct labour hours onVeTbC, lab ° ur -tes 

the signfficance°ofraeMicin ta ,i0 " S and " p,a " al ° f > «*". forth 

following informaTion* ^ 

(i) The cost variance in total 

(ii) The cost variance sub-divided into— 

(a) Price 

(b) Usage 

(iii) The usage variance analysed to show— 

(a) Mix 

(b) Yield 

tiles iVtSM « foUows' COmpOUnd r ' qu ! rcd 10 p ' odu « a " output of 20000 square fee, of 


consumed were 


Direct Materials 

Quantity 

Price per 

Kg. 

Kg. 

Kg. 



Rs. 

A 

600 

0.90 

D 

400 

0.65 

C 

500 

0.40 

nonth of December 

19... 8 mixes were 

processed an 

irect Materials 

Quantity 

Price per 


Kg. 

Kg. 



Rs. 

A 

5000 

0.85 

B 

2.900 

0.60 

C 

4,400 

0.45 


Actual production for December was 6,20,000 tiles. 

14 The following information relates to the activities in the month of March 1978 of a 
production department in a manufacturing company: 


Fixed Overhead 



Budgeted 

Actual 


Rs. 

Rs. 

Rent and rates 

5,200 

5,200 

Insurance 

800 

840 

Supervision 

5,600 

5,690 

Depreciation of machinery 

3,700 

3,700 

Total 

Rs. 15,300 

Rs. 15,430 



standard costing 

Variable Overhead 



Budgeted 

Actual 


Rs. 

Rs. 

Indirect labour 

7020 

5,960 

Consumable supplies 

2,340 

2,140 

Maintenance 

1,980 

1,530 

Fuel 

4.860 

3,820 

Power and light 

2,700 

2,580 

Totai 

Rs. 18.900 

Rs. 16,030 

Total Fixed and Variable 


Overheads 

Rs. 34.200 

Rs. 31,460 


The budgad hours were 18.000 per month, but during March actual hours worked were 
15 200 and the value in standard hours of actual output was 16.200. 

You are required to calculate for the month of March 1978: 

(a) Standard fixed overhead rate per hour; 

(b) Standard variable rate per hour; 

(c) Total overhead variance; 

(d) Overhead variance divided into:— 

(i) Volume Efficiency Variance 

(ii) Capacity usage Variance 

(iii) Overhead Price Variance (assuming that this is related to fixed costs only) 

(iv) Overhead Efficiency Variance 

(v) Overhead Utilisation Variance (assuming that this is related to variable costs 
only). 


15. The sales budget of X Ltd. for the month of April 1978 was as follows: 




Pro dm t X 

Product Y 



Units 

Price Amount 
per unit 

Units Price 

per unit 

Amount 

Sales at standard selling price 

6000 

Rs. Rs. 

20.00 1,20,000 

Rs. 

8000 10 

Rs. 

80,000 


During the month of April the actual seles made were: 
Product A 5000 units for Rs. 1,05,000 
„ B 9000 Rs. 81,0000 


You are required to calculate: 

(1) Sales Price Variance 

(2) Sales Quantity Variance 

(3) Sales Mix Variance 

16. The Cantious Company Ltd., has formulated a sales Budget using standard prices and 
volume for five standard products. Since the preparation of the budget sales prices have 
increased and the Sales Manager of the company has requested you to prepare a monthly 
return which will show to what extent each product sale has fluctuated from the budget due 
to price or volume. 
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The following data for the month of May 1978 is given. 




budget 


Actual 

Product 

Sides pr r unit 

Volume 

Volume Amount 



/?'. 


Rs. 

A 


10 

1000 

1.500 16.000 

B 


3 

700 

900 3.000 

C 


8 

80C 

850 7.000 

D 


2 

300 

200 500 

E 


5 

200 

100 600 




EXERCISE 17 


17. 

follows: 

The Sales and Product cost Budget for Bharat Engineers Ltd. for March 1978 is as 


Product 

Units 

Sales Valuf Product cost 




Rs. 

Rs. 


A 

1000 

10,000 

9.000 


B 

500 

8.000 

6.000 


C 

1000 

12.000 

10.800 


D 

500 

18.000 

14.200 




Rs. 48.000 

Rs. 40,000 

When the analysis of sales for the month of March 

was completed, the following date 

oi actual sales was compiled 



Product 

Units 

Sales Value 




Rs. 



A 

920 

9.200 



B 

700 

11.000 



C 

1200 

14.600 



D 

200 

7.800 





Rs. 42.600 



Calculate the variation inprofit from the budget and show how much is due to the 
factors of Sales Price, Volume and Mix. 



CHAPTER XXI 


BUDGETARY CONTROL 


Planning, Budgeting and 
Budgelary Control 

Planning is to decide in advance what is to be done. It precedes all 
Formal planning involves the evaluation of alternative courses of action, 
aetion. r r for cxeC ution and formal communication of the decision to 
T hen ted persons throughout the organisation. The purpose of business 
interest® p q reduce uncertainty about the future, through coordination of 
planning casc thc chances of making a satisfactory return on capital. 
Frffl’ffement has the responsibility of coordinating its plans into an integrated 
Without coordination the individual managers may actually work at 
whole. Whal sccras a gool i decision from one department’s point of 

cross-p H a ^ ad decision from the stand point of the total firm. As for example 
y. ,eW Jl“ s manager of the sales department may decide to increase sales over that 
U 1, *. vcar by50%. This aym turnout to be a bad decision, because thc phsiycal 
lit cs and financial resources may not allow such an ambitious sales programc. 
n,. Mtinx is a systematic approach to planning. A budget is a financial and/or 
.antitative expression of a plan of action, and an aid to coordination and control. 

; prepared and approved prior to a definite period of time, which is usually 
accounting year. In it are inscribed the policies of the management, which 

have to be followed for attaining the objective of the firm. It is a carefully 

nrenared estimate of future business conditions. In a business concern such an 
estimate must include the income, probable costs and expenses. Budgets arc 

designed to assist management in the coordination of the selling, production 

and administrative functions. Budgetary control is applied to a 
carefully worked-out plan covering the coordination of all these functions, as 
well as a continous study and comparison of the actual operating figures with the 
budgeted figures to interpoet the reasons for discrepancies. If there are adverse 
variances from the budget and are coi.trollabe, management should take 
corrective action to set them right. That is the meaning of control via budgets. 
Because of the overall coverage of the budget, thc budgetary control system 
reaches into every department —production, marketing administration, and 
finance. 

Budgets can be classified into two types. (1) Fixed or Static or one 
level Budget and (2) Variable or Flexible or Multilevel Budget. 

The Fixed Budget is based upon one level of business activity. While 
Flexible Budget is based on multilevel of business activity; The Fixed Budget 
is prepared frem a relatively constant set of figures, using figures for the sales 
and expenses for a single definite estimated volume. Suppose the estimated 
volume of production during a specified period is 10 , 1 ) 0,000 units and, actual 
production turns out to be 900,000 units; even than the actual result would be 
compared with the original plan. 



630 MANAGCMFNT ACCOUNTANCY 

A Flexible Budget is a dynamic concept of planning and the budget is 

ac , l,v,ly ra * hcr lhan a single level/It is aulomatfcally 
geared to changes in volume. For example the production budget mav have 
been prepared for 60 % 70% 80 % and 100%of installed capacity. Suppose the 

', s carned ?. n at 70 % capacity. In this situation the production 
budget is already there to tell the management what cost should be at this level 
of activity No fresh calculations are needed. This budget is based on an 
adequate knowledge of cost behaviour. In the case of variable costs they 
remain the same per unit at different levels of avtivity, although the ’ total 
variable costs will change according to the volume of production. But in the 
case of total fixed costs, they will remain the same irrespective of the level of 
activity. But their impact per unit will increase or decrease on the basis of units 
produced. When greater units are produced their incidence per unit will decrease 
but if lesser units are manufactured then their effect will be an increase in cost 
per unit. In the case of a flexible budget the impact of variable costs and fixed 
costs is presented in an articulate form. 

Functions of the Budget 


The major functions of the budgetary system are : 
(1) Forecasting 
(1) Planning 

(3) Authorisation 

(4) Control through 

(a) Measurement and 

(b) Communication 


Forecasting 


The budget is based on economic forecast of the coming year. Forecasting 
involves projection into the future. Management must forecast both internal 
and external factors which will affect the business. Those factors which arc 
external and arc not within the control of the management must be carefully 
forecasted to reduce uncertainly and must take advantage of their favourable 
trends and minimize the impact of their unfavourable consequences. 

Planning 

the plans of action reflected in the budget are management 
decisions taken after mature, thinking 'assisted by quantitative data and past 
experience The quality of decisions will depend to a great extent on the quality 
of information obtained. 


Authorization 


A budget represents a formal authorization to acquire use andresources or 
to undertake the activities in order to attain the objective of the firm. 

Control 

A budget has jin inbulit system of control which is exercised by 
means of measurement of the actual performance with the financial and or 
physical standards laidown in the budget. The variances from the budgeted 
figures and the actual are identified and then isolated. Reasons for these 
deviations are ascertained, Where there are adverse variances, they are properly 
tabulated giving reasons for such variances and communicated to the management 
totake a corrective action. 
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The Budget Period 

Usually a budget period is one year. It sets forth the operating plans and 
„fit objective for the next accounting year. In case of those busineess where 
P. 1 ”" are seasonal fluctuations, budgets are prepared for a shorter period say six 
months and are further split into month as the situation may demand. Because 
(•The shortness of the period this plan will be most effective in controlling 
cosh, sales and expenses. 

of capital intensive industries and also those firms 


case 


Jll caav — "i . -•— - uiwsc 111 Ills 

^rating on a ,ar 8 e sca,e ’ wh " c ex P ans, °n and diversification take place, long 
rnnee planning for a period of 5 to 10 year or even more may be made. The 
budget period will largely depend on the type of industry and the size of the 

firm. 

Organisation for Budgetary Control 


In case of companies the preparation of the budget is the responsibility of 
the budget committee. Normally the managing director or the chief executive 
of the company is the chairman of the committee. Other members of the 
budget committee are the heads of the functional departments and include the 
sales manager, the production manager, and the finance manager. The budget 
officer is generally a member of the accounting staff. 

The budget committee will prepare a general programme for the prepara¬ 
tion of the budget. The budget officer will be responsible for the following 
functions : 


(1) Provide previously used figures to the department heads to assist them 
in forecasting. 

(2) Receive from the various departments estimates for the long and 
short-term periods. 

(3) Assembling this budget data in accordance with the previously 
organised plan. 

(4) Evaluating and suggesting revision where necessary, the data thus 
collected before preparing the final budget. 

(5) Ensure that the functional heads prepare their budgets in time. 

(6) Place the functional budgets before the committee. 

(7) Coordinate all the budget work. 

(8) After the functional budgets have been approved by the committee, 
they have to be integrated into a master budget. 

(9) Issue periodical reports—weekly monthly, quarterly as the case may 
be, showing the comparisons of the actual with the budgeted figures. 

Functional Budgets 

A budgetary control system in a manufacturing concern should cover the 
following functional budgets. 

„ 0) Sales budget - - 

) (ii) Production budget_ 

(iii) Production cost budget: 

(a) Materials budget 
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(b) Labour budget 

(c) Manufacturing overhead cost budget 


(iv) Marketing expenses budget 

(v) Administrative expenses budget 

(vi) Purchases budget 

(vii) Capital expenditure budget! 

(vii) Plant utilization budget 

(ix) Research and development cost budget 
(x) Cash budget 
(xii) Master budget 


Budget 


The most important budget upon which all other budgets depend is the 
sales budget. If the sales figure is wrong, then practically all other budgets will 
be affected. The sales manager has direct responsibility for the preparation of 
the sales budget. The sales forecast is made after consideration of the following 
factors : . 

(1) Quantity and value of past sales—by products and territories 

(2) General economic and market conditions 

(3) Conditions within the particular industry in which the firm is 

located 

(4) Relative profitability of the products 

(5) Plans and policies of the firm pertaining to : 

(i) Pricing 

(ii) Advertising and sales promotion 

(iii) Market research 

(6) Competition 

(7) Report by salesmen and the quality of sales force 

(8) Seasonal changes 

(9) Production capacity 

(10) Long term sales trends. 


Process of Sales Forecasting . 

The sales budget data should move from individual salesmen or district 
sales managers upward to the sales officer. A great benefit from sales forecasting 
process is that it provides an opportunity for discussion at different levels which 
generally results in proper adjustments due to interaction between participants. 

Sales volumes of the previous years provide an important source of sales 
forecasting. Sales executives should throughly examine the past sales behaviour 
and relate it with the future economic environments and physical facilities 
available. 

Quantitive studies are also useful for sales forcasting. Use of quantitive 
techniques assist the sales executive in seeking relationship between sales and 
economic indicators. Statistical methods assist mangement in taking decisions, 
but they themselves can not take decisions. 
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Production Budget / 


P 


This shows the quantity of various products to be manufactured. The 
reduction manager is responsible for its preparation and is based on: 

(1) The sales budget 

(2) Physical facilities available is capacity of the plant 

(3) Budgeted stock requirements 


Production Cost Budget 

This budget would reveal the unit or quantity of products to be manu¬ 
factured expressed in terms of cost. For cost estimates the following three 
subsidary budgets would be prepared: 

(i) Raw materials budget . 

(ii) Labour budget . 

(iii) Manufacturing overhead cost budget 

% • 

Raw Materials Budget 

C It is a subsidiary to production cost budget. Raw materials which are to 
hr nrocessed for conversion into finished products are shown in this budget.) It 
is linked with production budget. It will show the units or quantities of different 
materials to be issued to production centres during the budget period from 
stores. It may a,so conlain information regarding levels of stock of raw 
materials and their estimated prices. This will ensure the purchase of right 
quantity and quality of materials. 


MATERIALS BUDGET 



Production 

Requirements per 

Materials required 

Description 

required 

units 

unit 

for production 

Material A 

2,15.000 

3 kg. 

6,45,000 kgs. 

„ B 

3,10,000 

2 „ 

6.20,000 „ 


Labour Budget 

(^It is a subsidiary to production cost budget and is linked with production 
budget. It is an estimate of the cost of direct labour engaged or to be engaged 
during'the budget period It incorporates the estimated remuneration payable 
to workers on the basis of their employment, which may be on time basis or 
peice rate system. 

LABOUR BUDGET 


Product 

Production 
required 
in units 

Requirements 
per unit in 
hours 

Required 
labour hours 

Rate per 
hours 

Rs. 

Labour 

cost 

Rs. 


2,15,000 

*5 

1,07,500 

1.80 

1,93.500 


3,10,000 

•6 

1,86,000 

1.80 

3,34,800 




2,93,500 

Rs. 

5,28,300 
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Manufacturing Overhead Cost Budget 

(rhis is also a subsidiary to production cost budget^ It covers all indirect 
cost to be incurred in connection with production during the budget period. 
The cost may be of indirect material, indirect labour and other factory over- 
heads.1 While preparing this budget variable and fixed overhead costs should 
be carefully segregated. If there are mixed indirect costs, they need to be 
split into variable and fixed elements. The fixed overhead costs may be obtained 
from the previous budget and may be adjusted if changes are to be made in 
physical facilities, rent of building, local rates and taxes and the supervisory staff 
etc. during the budget period. 


Manufacturing Overhead Cost Budget 


Salaries 


Amount 

Rs. 

1,25,000 

Indirect labour 


1,56,500 

Supplies 


53,000 

Maintenance material 


19,500 

Maintenance labour 


16,700 

Maintenance services 


12,400 

Stationery 


1.800 

Travel 


700 

Taxes-Payroll 


10,500 

Employees benefit 


6,800 

Depreciation 


1,08,250 

Taxes-general 


22,500 

Insurance 


24.000 


Total 

Rs. 5,57,650 


Marketing Expenses Budget 

This budget relates to expenses incidental to selling and distribution of 
products. It also includes expenses to be incurred on sales promotion by way 
of advertising and publicity, market survey and market research. 

Administrative Expenses Budget 

It will comprise the salaries and expenses of the administrative offices and 
management. 

Purchases Budget. 

This budget will reveal the quantity or units of material to be purchased 
during the budget period and also the cost of acquiring it. Besides direct 
material it will also include purchase if indirect material and supplies, fixed 
assets and research and development requirements. ..fcj 
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T 

mate¬ 

rial 


Materials 

required 

for pro¬ 
duction 
Units 


A 645000 kgs 
B 620000 kgs 


Desired 

Total 

Beginn- 

Purchases 

Units 

Cost of 

ending 
inventory 
of raw 
material 

mate- ing invent- 
rials ing of raw 
needed materials 

in units 

cost 

purchse 

units 

units 

unit 

Kgs 

Rs. 

Rs. 

55,000 

700,000 

45000 

655000 

0.15 

98250 

; 80,000 

700,000 

90000 

610000 

0.265 

161650 


Total Rs. 2,59,900 



Capital Expenditure Budget 

it is a formal statement of all approved plans for the procurement or 
disposition of fixed assets during the budget period but i< based on such 

informationas: 

(1) Reports of the production manager requesting for addition of a new 


plant 

(2) Request of the works engineer for new service machine 

(3) Report of the sales manager for acquiring new cars 

(4) Request of the distribution manager for new transport 

(5) Request by the controller of accounts for acquiring office machines 


(6) Resolution of the board of directors of company for extension or 
acquiring a new building. 


Plant Utilization Budget 

This shows the physical facilities in the form of plant and machinery 
required to meet the production targets. It g«ves the following information: 

(1) Machine load in every manufacturing department. 

(2) Draws attention to any overloading for taking a corrective action 
such as overtime working, shift working, sub contracting or acquiring a 
new plant. 

(3) Draws attention to underutilization of plant capacity and cautions 
the management to direct the sales department for increased sales. 


Research and Development Cost Budget 

A research is to find a new or improved product. It also involves the 
manufacture of improved methods or techniques in the production of the same 
product. Research costs include the following: 

(a) Research for basic knowledge; 

(b) Creation of new products, processes, and equipments; 

(c) Improvement of existing products, process or equipments. 

Development cost represents the cost of the process which begins with 
the implementation of the decision to produce a new or improved product or 
employ a new or improved method and ends with the commencement of the 
formal production of that product or by that method. These are costs incurred 
for the application of knowledge obtained by research. It includes cost of 
initial patterns, tools, moulds dies etc., indirect expenses of dcsignes, patents 
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Scture Se of a I'h^ r ^r«H iCS * Pail Tif ,l8ineerir ? cx P enscs incurred before the manu- 
5ash Budget 

#e Ts y^^^onopef^mg budget. It depicts the estimated cash 
rtch P i! d P K? m u ^ ng thc budgcl P er iod. It will ensure that sufficient 
i a . nable whcn squired. If any shortage of cash is revealed during n 
fn ^Plann menl 5 an bc ™ ad e with the bank for an overdraft or loan 

in time. Planned cash requirements earn a respectability for the firm when 
approached to a bank for loan. The rate of interest demanded would also b c 

(V SIS t °u 1,18 '? C r° Stl . y ’ In case if lherc is sur P ,us of cash during 
some months, efforts can be made for investment in securities outside thc business 8 

The cash budget may be split into months. If the business is seasonal in charac¬ 
ter or there are wide fluctuations in production and sales then the budget mav be 

demand ^ * forlmght or a wcck or cven for a day as the situation may 


The cash budget will commence with the cash and bank balances in the 
beginmg of the budget period. To this will be added estimated cash sales, receipts 
from trade debtors and maturing bills receivable. It will also disclose expected 
extraneous sources of income such as interest and dividend on invest¬ 
ments, rent from property let, sale proceeds of fixed assets and investments 
Against these cash receipts will be .shown payments made for cash purchases 
ol raw materials and supplies payment made to labour salaries paid to staff 
payments made to trade creditor and for maturing bills payable. Besides these 
operating expenses there may bc other payments to bc made such as purchase 
of securities, payment of dividends, purchase of fixed assets. A cash budget 
converts all planned actions into cash inflows and cash outflows. Manage¬ 
ment can thus sec its plans in terms of their cash impact. With knowledge 
of future cash position management can plan payments, credit policies, the 
timing of capital additions and borrowing needs. 

Master Budget 

When the functional budgets have been finalised and approved by the 
budget committee the budget officer will compile a master budget/ This 
budget will integrate all the subsidiary operating budgets in their summarized 
form. It will incorporate thc sales production cost, operating expenses and 
the resulting profit for the budget period* This will be considered by the 
board of directors of company for their approval and authorization. The pro¬ 
jected balance sheet for the budget period will also be prepared from the profit 
plan and the cash budget. A projected fund flow statement is also compiled 
for the guidance of thc management pextaining to the sources and uses of funds 
during the budget period. 

Problem 1. 


The M. Company uses a standard cost system for direct materials and 
direct labour. The standards are based on a budget for operation at the rate 
of production anticipated for the financial year 1973-74. 

Current Standards are as follows: 


Materials: 


Material 111 
„ 112 
Direct labour 


Rs. 

1.20 per unit 
2.60 „ „ 
2.05 per hour 
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F ctory Overhead is applied on the basis of Rs. 2.00 per standard labour 
-Oiling and administrative expenses including interest expenses are not 
k^dered to be part of the product cost. Each unit of the finished product 

requires.- ® Product G 


Material 


»» 


111 

112 


Product F 

12 units 
6 „ 

14 hours 


12 units 
8 „ 

20 hours 


Direct labour 
Additional information regarding the year 1973-74. 

Finished Product 



F 

G 

Expected sales in units 

5000 

1000 

Selling price per unit 

Rs. 105.40 Rs. 164.00 

Desired ending inventory in units 

1100 

50 

Beginning inventory in units 

100 

50 

Beginning inventory in rupees 

Rs. 8670 

Rs. 5810 


Direct Materials 


111 

112 

Beginning inventory in units 

5000 

5000 

Beginning inventory in rupees 

Rs. 6000 

Rs. 13000 

Desired ending inventory in units 

6000 

1000 

Work in process is negligible and may be ignored. 


At anticipated volume levels the following costs will be incurred 

Factory Overhead: 

Rs. 


Supplies 

30,000 


Indirect Labour 

70,000 


Payscall fringe costs 

25,000 


, Power—variable portion 

8,000 


Maintenance—variable portion 20,000 


Depreciation 

25,000 


Property taxes 

4,000 


Property insurance 

500 


Supervision 

20,000 


Power—Fixed portion 

1,000 


Maintenance—Fixed portion 4,500 



Rs. 2,08,000 
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Selling and administrative Expenses 



Rs. 

Sales Commission 

20,000 

Advertising 

3,000 

Sales Salaries 

10,000 

Travel 

5,000 

Clerical wages 

10,000 

Supplies 

1,000 

Executive salaries 

21,000 

Interest expenses 

1300 

Miscellaneous 

5000 


Rs. 76,300 



Prepare a budget for the year 1973-74 wit 
schedules. 

(1) Sales Budget • 

(2) Production Budget 

(3) Direct Material Purchases Budget 

(4) Direct Labour Budget / 

(5) Factory Overhead Budget 

(6) Ending Inventory Budget 

(7) Cost of Goods Sold Budget 

(8) Selling and Administrators Expenses Budget 

(9) Budgeted Income Statement. 

(Assume income tax for 1973-74 to be Rs. 20,000) 


Solution 


M COMPANY 
Sales Budget 



For the year ending 31st March 1974 



Units 

Selling Price 

Schedule 1 
Total Sales 

Product F 

5,000 

Rs. 105.40 

Rs. 527,000 

Product G 

1,000 

164.00 

164,000 




Rs. 691,000 


the following detailed 



B.M.A. Pt. II. 

Pb. University 1974 
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M COMPANY 


For the year ending 31st March, 1974 
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Schedule 2 


Products 



F 

G 

Planned sales (Schedule 1) 

5,000 

1,000 

Desired ending finished goods inventary 

1.100 

50 

Total needs . 

Less beginning finished goods inventory 

6,100 

100 

1,050 

50 

Units to be produced 

6,000 

1,000 


♦Work in pregess is negligible and is ignored. 

M COMPANY 

' W K. For pie year ending March 31, 1974 

Materia 


v?' 


Desired ending direct material inventory 
in units 

Units needed for production (Note A) 
Total needs 

Less beginning direct material inventory 
in units 


Units to be purchased 
Unit price 
Purchase cost 


Rs. 


Schedule 3 
Material 


111 

112 

6,000 

84,000 

1,000 

44,000 

90,000 

45,000 

5,000 

5,000 

85,000 

1.20 

102,000 

40,000 
2.60 
104,000 
= Rs. 2,06,000 


Note A to schedule 3-usage of direct materials in units and Rupees 



Production 

Total 


Direct Material 

Product F 

Product G 

Direct 

Material Cost of 

(6,000 

(1,000 

material 

unit material 


units ) 

units ) 

usage 

cost used 

111 (12 units per 
finished product) 

112 (6 units per 
product F) 
units per product 

72,000 

12,000 

84,000 

Rs. 1.20 Rs. 1.00,800 

2.60 1,14,400 

G) 

36,000 

8,000 

44,000 





Rs. 2,15,200 
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M COMPANY 

For the year ending March 31, 1974 


Product F 
Product G 

Unit 

produced 
Per unit 

Standard Direct 
Labour Hours 

Per unit 

Total 

Hours 

Schedule 4 

Total Budget 

<$ Rs : 2.05 
per hour 

6,000 

1,000 

14 

20 

84,000 

20,000 

Rs, 1.72,200 
41,000 




104,000 

2,13,200 



M COMPANY 




For the year ending March 

31,1974 



An anticipated activity of 104,000 

Supplies 
Indirect labour 
Payroll fringe costs 
Power—variable portion 
Maintenance —variable portion 
Total variable overhead 
Depreciation 
Property taxes 
Supervision 
Property insurance 
Power—fixed portion 
Maintenance—fixed portion 


standard direct labour 

Rs : 30.000 
70,000 
25,000 
8,000 
20,000 

25,000 

4,000 

20,000 

500 

1,000 

4,500 


Schedule 5 
hours 


Rs. 153,000 


Total fixed overhead : 


55,000 


Total factory overhead : 

(Rs. 208,000 -f 104,000 is Rs : 2.00 per 
Standard direct labour hour) 


Rs : 208,000 


Direct materials : 

111 

112 

Finished goods : 
F 
G 


M COMPANY 
Ending Inventory Budget 
March 31, 1974 


Units 

Units cost 

6,000 

Rs. 1.20 

1,000 

2.60 

1,100 

Rs. 86.70* 

50 

116.20* 


Schedule 6 
Total amount 

Rs. 7,200 

2,600 Rs. 9.800 


95,370 

5,810 1,01,180 


Rs. 1.10,980 
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•Computation of unit costs 

Product F Product G 


Unit cost Units 

Amount Units 

Amount 

Rs. 

Rs, 

Rs. 


Material 111 

1.20 

12 

14.40 

12 

14.40 

Material 112 

2.60 

6 

15.60 

8 

20.80 

Direct labour 

2.05 

14 

28.70 

20 

41.00 

Faculty overhead 

2.00 

14 

28.00 

20 

40.00 




86.70 


116.20 


M COMPANY 





Cost Of Goods Sold Budget 
For The Year Ending March 31, 1974 


From Schedule 


Schedule 7 


Direct materials used 
Direct labour 
Factory overhead 

f 

Total manufacturing costs 
Add finished goods, April 30, 

1973 

Less finished goods, March 31, 1974 


3 Rs. 2,15,200 

4 2,13,200 

5 2,08,000 


6,36,400 

Rs. 14,480 
6 101,180 


Inventory increase for year 


(86,700) 


Rs. 5,49,700 

M COMPANY 

Selling And Administrative Expenses Budget 
For the Year Ending March 31, 1974 

Schedule 8 


Sales commissions 

Rs. 20,000 


Advertising 

3,000 


Sales Salaries 

10,000 


Travel 

5,000 


Total selling expenses 

Clerical wages 

10,000 

Rs. 38,000 

Supplies 

1,000 


Executive salaries 

21,000 


Miscellaneous 

5,000 


Total administrative expenses 


37,000 

Total selling and administrative 

expenses 

Rs. 75,000 
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M COMPANY 
Budgeted Income Statement 
For The Year Ending March 31, 1974 


From Schedule 

Exhibit 1 

Sale 1 


Rs. 6,91x000 

Cost of goods sold 7 


5,49,700 

Gross margin 


Rs. 1,41,300 

Selling & Administrative expenses 8 

Rs. 75,000 

Interest expenses 

1,300 

, 76.300 

Net income before income tax 


65,000 

Income tax assumed 


20,000 

Net income after incometax 


Rs. 45,000 


Problem 2 


1 


From the following information obtained from the books of Cautious 
company Ltd. prepare a cash Budget for the quarter ending 30th June 1978. 


(1) Actual and budget sales 


1978 

January 

February 

March 


Actual 1978 
Rs. 

80,000 

80,000 

80,000/ 

*** 

(2) Actual and budgeted 


pure 


April — 
May*/ 
June/f „ 

Rases : 




Budgeted 

Rs. 

90,000 

85,000 

80,000 


% 


Actual 


Budgeted 



Rs. 

A 

Rs. 

January 


45,000 

April 

50,000 

February 


40,000 

May 

45,000 

March 


42,000 Juile 


35,000 


(3) Actual and budgeted wages and^xpdnses 




Actual 


Budgeted 


Wages 

Expenses 

Wages 

Expenses 


Rs. 

Rs. 

Rs. 

Rs. 

January 

20,000 

5,000 April 
6,000* May 

24,000 

7,000 

February 

|| 

\ 

io.ooo 

6,000 

March 

6,000 June 

18,000 

5,000 

Special : 






(4) Advance payment of Incometax in May Rs. 4,000, The payment 
Plant made in April Rs. 10,000. 

(5) Rent Rs.'300/- payable each month, not included in expenses 


of 




643 


BUDGerANY CONTROL 

(6)/*P% P urchases and sales are P n cash terms * 

Credit purchases are paid after 1 month and credit sales are collected 
f 2 montllS, Time lag in wages and expenses : \ month. / 
a * (8)Cash and Bank balances on April 1 Rs. 13,000. 


Solution 

Cash 


Budget Of Cautious Co. Ltd For The Quarter EndIng June 1978 


Receipts : 

April 

May 

June 

Rs. 

Rs. 

Rs. 

Balance 

13,000 

11,400 

5.100 

Cash sale 

Receipt from 

9000 

72000 

8,500 

^1\500)S* 

j^OOO 

(JU00C£ 

—Debtors — 

94,000 

1 ^ 87,400 

94,100 

Payments : 

Cash Purchases 

5,000 

4,500 

3,500 

Payment to creditors 

37,800 

45,000 

40,500 

Wages 

23,000 

22,000 

19,000 

Expenses 

6,500 

6,500 

5,500 

Plant 

Advance payment of 

10,000 

4000 


Incometax 

— 


Rent 

300 

300 

300 

Balance 

11,400 

5,100 

25,300 


94,000 

87,400 

94,100 


Problem 3 


The menagament of the Progessive Company Ltd., which is a trading 
company is planning for the sale of its goods during the busy season which 
begins from 1st April and ciose September 30. The Finance Officer Mr. Gopal 
Krishnan is asked to estimate the monthly cash flows and arrange for an 
adequate loan if necessary from the bank. 

The sales Forecast for the period is given below 

Rs. 


April 

May 

June 

July 

Augsut 

September 

The sale terms will be 80% cash and 20% credit. 


10,000 

20,000 

30,000 

50,000 

40,000 

20,000 

The credit sales will 


all be collected in the following month. 

After reviewing wages and salary and other major operating expenses in 
previous years and relating these to sales volume, the Finance Officer estimates 
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below* WageS a " d S3lary C0StS Wi " be approximately as listed in the table 

Wages and Salary Expenses 



Rs. 

April 

1500 

May 

2000 

June 

2500 

July 

4000 

August 

3000 

September 

2000 


mately M 12»J°o P f a saUs r ! Sl ' nan 6S,ima ‘ eS ‘ hat th ' ° ,her CXpc " SCS wiU bc approxi- 

The other relevant information is: 

(1) Depreciation is calculated at the rate of 1% per month on the 
original cost. 

(2) The gross profit margin on sales will average 40%. 

(3) All inventory purchases will be paid for during the month in which 
they are made. 

(4) A basic inventory of Rs. 2.000/- (cost) will bc maintained. The 
company will follow a policy of purchasing enough additional 
inventory each month to cover the following month’s sales. 

(5) A minimum cash balance of Rs. 3000 wiil be maintained. 

(6) New machine purchases of Rs. 20,000/- scheduled for may 1 delivery 
and Rs. 10,000/- for June 1 delivery, have been made. Payment will 
be madat the time of delivery. 

(7) Accrued wages and salary and other liabilities will remain unchanged. 

(8) Additional finances when necessary will be in multiple of Rs. 1,000/-. 

(9) No taxes will be due until after the close of the busy season. 


The Progressive Co. 
below': 

Ltd., Balance Sheet as on 

31st March is given 

Equity capital 

Rs. 

65,000 

Balance Sheet 

Plant and Machinery 

Rs. 

Accrued wages 
and Salary 

500 

Rs. 70000 
Less Depreciation 

13000 

57,000 

Other liabilities 

2500 

Inventory* 

8000 



Cash 

3000 


Rs. 68000 


68,000 


* Inventory composed of Rs. 2000 minimum inventory plus Rs. 6000/- of 
inventory schedule to be sold next month. 

Also prepare a profit budget and projected balance sheet for the period. 



Progressive Co. Ltd. 
Cash Budget 
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Rs' 6 000 of inventory as on 31st March scheduled to be sold next month 
Sales for April are estimated to be Rs. 10,000. Therefore the ratio 6 ; 10.' 

Inventory for May will be -j|-x 20,000 = Rs. 12,000 and similarly for 
other months. 


Profit Budget for the Period April 1—September 


Costs : 

60% of sales when 
Gross profit margin 

Rs. 

1 ,02,000 

Sales 

Rs. 

1,70,000 

is40% 

68,000 




1,70,000 


1.70,000 

Wages and salary 
Other Expenses 

15,000 

20,400 

Gross profit 

68,000 

Depreciation 

5,600 



Profit 

27,000 



Rs. 

n. 

68,000 

1 _ _ - _ PI. . .A 

Rs. 

r M 

68,000 


Projected Balance Sheet of Progressive Co. Ltd. 


Equity capital 

Rs. 


Rs. 

65,000 

Plant and Machines Rs. 70,000 

Profit 

27,000 

Additions made 30,000 


Net worth 

Accrued wages and 

92,000 

1 ,00,000 

Less Accumulated 


salary 

500 

Rs. 


Other liabilities 

2,500 

Depreciation 13,000 

Add Dep. 

for the period 5,600 18,600 81,400 

i ' 


Inventory 

Accounts Receivable 

Rs. 

Cash 4,600 

Add minmum 

2,000 

4,000 



amount 3,000 

7,600 

Rs. 

95,000 

Rs. 

95,000 


Problem 4 



A company is at present working 

at 90% of its capacity 

and produces 

li.juU units per annum. It operates a flexible budgetary control system. The 

following figures are obtained from its budget: 



90% 

100 % 


13,500 units 

15,000 units 


Rs. 

Rs. 

Sales 

15,00,000 

16,00,000 

Fixed Expenses 

3,00,500 

3,00,500 

Semi-variable Expenses 

97,500 

1,00,500 

._Variable Expenses 

1,45,000 

1,49,500 ... 
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Labour and material cost per unit remain the same under present cond.- 
tions. Profit magin is 10% on sales. 

(a) You are required to determine the^ifferential cost of producing 15 
unit by increasing capacity to 100%. 

(W S&’SS? a^.owe e r thIn°,ho U se n o S f 

the home market. 


Solution 


Capacity 


Flexible Budget 
90% 100% 


Differential 


Uints 

13,500 

15,000 

1,500 


Rs. 

Rs. 

Rs. 

Sales 

15,00,000 

16,00.000 

1 ,00,000 

Variable Costs : 




. Labour and Material* 

8.07,000 

8,96,667 

89,667 

Variable Expenses 

1,45,000 

1,49,500 

4,500 

Semi-variable Expenses 

97,500 

1,00,500 

3,000 

Fixed Expenses 

3,00,500 

3,00,500 

” 

Total Cost 

Rs. 13,50.000 Rs. 14,47,167 

Rs. 97,167 

Profit 

Rs. 1,50,000 Rs. 

1,52,833 

Rs. 2,833 

♦Labour and material costs are calculated as follows: 





Rs. 

Sales at 90% capacity 



15,00,000 

Less 10% profit 



1,50,000 

Cost of goods sold 



13,50,000 


Less 


Variable Expenses 
Semi-variable Expenes 
Fixed Expenses 


Rs. 

1,45,000 

97,500 

3,00,500 


5,43,0C0 
Rsr-8i07,000 


Labour and material costs at 90% capacity is Rs. 8,07,000 
Therefore labour and material costs at 100%. 

Capacity would be Rs. 80700C X= Rs. 896667. 

9U 

.(Labour and material cost per unit will remain the same). 

(a) Differential cost of producing 1500 units by increasing capacity to 
100% is Rs. 97167._ 
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(b) Minimum export price than can be offered for these 1500 units would 

Rs. 97167 


not be less than the differential cost which in this case is 


1500 

Rs. 64.78 approx, per unit. 


Problem 5 


XYZ produces a standard product. 

Raw materials 
Direct wages 
Direct expenses 
Variable overheads 


The costs per unit are given below: 

Rs. 

10 

8 

2 

3 

23 


Semi-variable overheads at 100% level of activity (10000 units) are 
expected to be Rs. 40,000 and these overheads vary in steps of Rs. 2000 for each 
change in output of 1000 units. Fixed overheads arc estimated at Rs. 50 000/- 
selling price per unit is expected to be Rs. 40. ’ 

Prepare a flexible budget at 50%, 70% and 90% level of activity. 


Solution 


Flexible Budget 


Capacity 

50% 

70% 

90% 

Units 

5,000 

7000 

9000 


Rs. 

Rs. 

Rs. 

Sales @ Rs. 40 per unit 

2 ,00,000 

2,80,000 

3,60,000 

Materials @ Rs. iO per unit 

50,000 

70,000 

90,000 

Direct wages @ Rs. 8 per unit 

40,000 

56,000 

72,000 

Direct expenses ® Rs. 2 per unit 

10,000 

14,000 

18,000 

Prime cost 

1 ,00,000 

1,40,000 

1,80,000 

Variable overheads @ Rs. 2/- 
per unit 

15,000 

21,000 

27,000 

Semi-variable overheads 

30,000 

34,000 

38,000 

Fixed overheads 

50,000 

50,000 

50,000 

Total cost 

1,95,000 

2,45,000 

2,95,000 

Profit 

5,000 

35,000 

65,000 


BUDGETANY CONTROL 


649 


Problem 6 

The expenses budget for a production of 10000 units in a factory are 

f* m ! aL Arl U<\1 Alii* 


Materials 

Per unit 
Rs. 

70 

a r 

Labour 

25 

Variable overheads 

20 

Fixed overhead (Rs. 100.000) 

10 

Variable expenses (Direct) 

5 

Selling expenses (10% fixed) 

13 

Distribution expenses (20% fixed) 

7 

Administrative expenses (Rs. 50,000) 

5 

Total cost of sales per unit 

Rs. 155 


Prepare a Production Budget of 

(a) 8000 units and 

(b) 6000 units. 

Assume that administration expenses are rigid for all levels of production. 


Solution 


Flexible Production Budget 


Nature of cost and 
other expenses 


10000 units 
Per unit Amount 

Rs. Rs. 


8000 units 
Per unit Amount 

Rs. Rs. 


6000 units 
Per unit Amount 
Rs. Re¬ 


production expenses: 


Materials 

70 

7,00,000 

Labour 

25 

2,50.000 

Variable overheads 

20 

2.00,000 

Variable expenses 

5 

50,000 

Fixed overheads 

(Rs. 50000) 

10 

1,00,000 

Selling expenses: 

Fixed 

1.3 

13.000 

Variable 

11.70 

1,17,000 

Distribution expenses: 

Fixed 

1.4 

14,000 

Variable 

5.6 

5',000 

Adminstrative 

expenses 

5 

50,000 

Total cost 

155.0 

15,50,000 


70 

5,60,000 

70 

4,20,000 

25 

2,00,000 

25 

1,50,000 

20 

1,60,000 

20 

1,20,000 

5 

40,000 

5 

30,000 

12.50 

1,00,000 

16.70 

1,00,000 

1.625 

13,000 

2.16 

13,000 

11.70 

93,600 

11.70 

70;200 

1.75 

14.000 

2.34 

* 14,000 

5.60 

44,800 

5.60 

33,600 

6.25 

50.000 

8.33 

50,000 

159.425 

12.75,400 

166.83 

10,00,800 


Problem 7 


Bharat Engineering Co. Ltd., manufactures two products A and B. An 
estimate of the number of units expected to be sold in the first seven months of 
1978 is given below: 
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Product A 

Product B 

January 

units 

500 

units 

1400 

February 

600 

1400 

March 

800 

1200 

April 

1000 

1000 

May 

1200 

800 

June 

1200 

800 

July 

1000 

900 


It is anticipated that: 

(a) there will be no work-in-progress at the end of any month; 

(b) finished units equal to half of the anticipated sales for the next month 
will be in stock at the end of each month (including December 1977), 

The budget production and production costs for the year ending 31st 
December 1978 are as follows: 



Product A 

Product B 

Production (units) 

11000 

12000 


Rs. 

Rs. 

Direct material cost per unit 

12 

19 

Direct wages per unit 

5 

7 

Other manfacturing charges 



appportionable to type of product 

33,000 

48,000 

You arc required to prepare: 




(a) a production budget showing the number of units to be manufactured 
each month. 

(b) a summarized production cost budget for the six months period— 
January-June 1978. 

Solution 

Bharat Engineering Co. Ltd. 

(a) Production Budget (in units) for the 6 months ending 


30th June 1978 


Product A 

Jan. 

Feb. 

March 

April 

May 

June 

Closing stock 

300 

400 

500 

600 

600 

500 

Sales 

500 

600 

800 

1000 

1200 

1200 


800 

1000 

1300 

1600 

1800 

1700 

Less opening stock 

250 

300 

400 

500 

600 

600 

Production (in units) 

550 

700 

900 

1100 

1200 

1100 

Product B 







Closing stock 

700 

600 

500 

400 

400 

450 

Sales 

1400 

1400 

1200 

1000 

800 

800 


2100 

2000 

1700 

1400 

1200 

1250 

Less opening stock 

700 

700 

600 

500 

400 

400 


1400 

1300 

1100 

900 

800 

850 
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Summarized Production Cost Budget for the month ending 

30th June 1978 

A B 


5550 units 


6350 units 


Direct materials 
Direct wages 
Manufacturing charges 

Total 


Unit cost 
Rs. 

12 

5 

3 


Total 

Rs. 

66600 

27750 

16650 

111000 


Unit cost 
Rs. 

19 

7 

4 


Total 

Rs. 

120650 

44450 

25400 

190500 


Manufacturing charges have been assumed to be on the basis 
tion. An alternate can be to treat half the amount of the annaul manutuctur- 
ing charges as overheads for the six months. 

Problem 8 

An umbrella manufacturer makes an average net profit of Rs. 2.50 per 
piece in a selling price of Rs. 14.30 by producing and selling 60000 pieces or 
60% of the potential capacity. His cost of sales is; 


Direct material 
„ wages 

Works overhead 
Sales overhead 


Rs. 

3.50 

1.25 

6.25 (50% fixed) 
0.80 (25% variable) 


During the coming year he intends to produce the same number, but 
anticipates that his fixed charges will go up by 10% while rates of direct labour 
and direct material will increase by 8% and 6% respectively. But he cannot 
increase the selling price. Under this situation he obtains a foreign oner for a 
further 20% of his capacity. What minimum price would you recommend for 
acceptance to ensure the manufacturer an overall profit of Rs. 1,67,300? Reason 
out your recommendation. 


Solution: 


Units 


Comparative Statement of Estimated Profit 

60.000 80.000 


60% Capacity 


80°:, Capacity 


Differential 



Per unit 

Total 

Per unit 

Total 



Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

Variable costs: 
Direct material 
Direct wages 
Variable works 

3.7100 

1.35CO 

3.1250 

2,22.600 

81.000 

1,87,500 

3.7100 

1.3500 

3.1250 

2.96,800 

1.08.000 

2,50,000 

74,200 

27,000 

62,500 

overhead 

Variable sales 
overhead 

0.2000 

12.000 

0 2000 

16,000 

4,000 

c/f 

8.3850 

5,03,100 

8.3850 

6,70,800 

1,67,700 
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b / f 

Fixed overheads: 

8.3850 

5,03,100 

8.3850 

6,70,800 

1.67,700 

Works overhead 
Sales overhead 

3.4375 

0 6600 

2.06,250 

39,600 

2.5781 

0,4050 

2,06,250 

39,600 

— 

Total Cost 
Profit 

12.4825 

1.8175 

7,48,950 

1,09,050 

11.4581 

2.0912 

9,16,650 

1,67,300 

1,67,700 

68,250 

Sale, 

14.3000 

8,58,000 



2,25,950 


Rs. 

Overall profit required is 1,67.300 

Profit on 60% capacity 1,09,050 

Rs. 58,250 


This must be earned on additional sales of 20000 units 

The minimum sales price of additional 20000 units should be differential 
cost i.e. Rs. 167700+profit Rs. 58,250 divided by 2000 units i.e. 

-20000— ==R8, *1-2975 per unit 

Though this price is less than the total unit cost, it is advantageous to accept 
the offer at this price since it has contributed Rs. 58250/- towards profit. 

EXERCISE 


1. Distinguish between budget and forecast. 

2. How docs budgeting provide a ready basis for making day-to-day decisions. 

3. What are the responsibilities of the b idgct committee? The budget officer? 

4. What is a flexible budget? How does it differ from a fixed budget? 

5. Explain the term 'Budgetory Control. Make out a case for the introduction of 
budgetory control in business. 

B. Com. 

Nagpur University 1976 


6 . 


What is the relationship of the profit plan. Cash-flow projection and Capital invest¬ 
ment budget? 

M.B.A. Part 11 
Pb. University 1974 


7. The following data relates to the working of a factory at Wardha for the year 1976. 



Capacity worked 50% 



Fixed Costs: 

Rs. 

Rs. 


Salaries 

84.000 



Rent and Rates 

56,030 



Depreciation 

70,000 



Other Administrative Expenses 

80,000 

2,90,000 


Variable Costs: 




Materials 

2,40,000 



Labour 

2.56,000 



Other Expenses 

38,000 

5,34,000 

s 
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Possible sales al various levels of working are: fyfW* 

Capacity Sales in QffJ' 

Rs. 

60% ’-S 0 * 000 

75 o /o 11.50.000 

90% »*. 7 5.000 

100% *5.25.000 

Prepare a flexible budget and show the forecast of profit at 60. 75, 90 and 100% capacity 
operations. 

M. Com. 

Nagpur University 1977 

8. A Company eapccls lo have Rs. 25,000 in bank on l«and 
to prepare .an estimate of cash position during the three months May, jun 

July. 1974. 


The following information is supplied to you- 


Month 

Sales 

Rs'. 

Purchases 

Rs. 

Wages 

Rs. 

Factory 

Expenses 

Rs. 

Office 

Expenses 

Rs. 

Selling 

Expenses 

Rs. 

March 

50,000 

30.000 

6,000 

5.000 

4,000 

3.000 

ApriJ^ ^ 

56.0OO 

32,000 

6.500 

5.500 

4.000 

3,000 

May' 

60.000 

35.000 

7.000 

6.000 

4,000 

3.500 

June 

80.000 

40.000 

9.000 

7.500 

4,000 

4,500 

(july 

90.Q00 

40.000 

9,500 

8.000 

4.000 

4,500 


Other information:— 

(a) 20% of Sales arc in cash, remaining amount is collected in the month following 
that of sales. # * 

(bj^Stipplicrs supply Goods at two months credit. 

(c) Wagft and all other expenses are paid in the month following the one in which they 

(arc incurred ^ 

(d) t The Company pays Dividends to Shareholders and Bonus to workers of Rs. 10.000 

and Rs. 15.000 respectively in the month of May. 

(c) Plant has b^cn ordered and is expected to be received in June. It will cost Rs. 80,000 
to be paid in June, -• v- 


(f) Income-tax Rs. 25000 is payable in July. 


M. Com. 

Nagpur University 1976 


9. As financial adviser of X Co. Ltd., which deals in wholesale fireworks, a part of your 
responsibility is planning for the financial requirements during the peak season of January 1 
to June 30. A cash budget and pro forma income statement and balance sheet arc normally 
prepared. You have before you the following information: 
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X Co. Ltd. Balance Sheee Dec. 31 
Rs 

Equity share capital 1.00.000 Cash 

Retained earnings 9.00.000 Accounts receivable 

Inventory 

Fixed assets Rs. 3.00.000 
Depreciation 50.000 

Total liabilities and net worth 10.00.000 


The sales forecast is as follows: 



Rs 


Rs. 

January 

2.00,000 

April 

6.00.000 

February 

300.000 

May 

9,00.000 

March 

500.000 

June 

5,00.000 



July 

1,00,000 

The operating 

department provided the following estimates: 



Monthly Salary Expenses 



Rs. 


Rs. 

January 

30.000 

April 

90.000 

February 

40.000 

May 

1,10.000 

March 

70.000 

June 

60.000 


Monthly selling any administrative expense* are expected to be 10 per cent of sales 
Depreciation charges arc 1 per cent per month. 

The Co., operates on the following terms: 

(a) Sales arc on a net 30-day basis. The firm’s customers seek to economize the use 
of cash, so sales made in one month arc never collected until the next month. 

(b) Because of the explosiveness of the business suppliers demand cash for purchases. 

(c) The firm purchases enough inventory each month to cover the following month’s 
sales. 

(d) The inventory cost of goods sold is 60 per cent of sales. 

(c) A basic inventory of Rs. 370.000 is maintained at all times to give customers prompt 
service. 

(f) A minimum cash balance of Rs. 1,00,000 is maintained. 

Additional Information 

a. New equipment purchases of Rs. 50,000 are scheduled for March 1 delivery. Pay¬ 
ment is made at the time of delivery. 

b. Interest charged by the bank is at the rate of 1 per cent per month. The amount 
needed, as indicated by the cash budget, is borrowed at the beginning of that month. The 
interest is payable in June, when it is anticipated that the firm will have net cash inflow. 
Borrowing is in Rs. 1,000 units 

c. The tax rate is at 50 per cent and payable in July on the profit earned during the 
period January 1 to June 30. 

1. Prepare a cash budget for the period January 1 to June 30. 

2. Prepare a pro forma income statement for the same period. 

3. Prepare a pro forma balance sheet as at June 30. 

4. Financial analysis: 

A. What is the month of peak borrowing needs? 

B. Why do the borrowing requirements mount so rapidly? 

C. If the Co's operations next year is approximately the same as this year’s what do yon 
estimate its borrowing requirements will be? 

D. What you recommend that the Co., sell shares to eliminate the seasonal borrowing 

at tne high interest cost? 


Rs 

1/0,000 

1 , 00.000 

4.90.000 

250.000 

1 . 000.000 


M.B.A. Part II 
Pb. University 1977 
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10 . The Ca.cn,a Fabrica.o^.va.cUd^^,,UW 
in April it is asked for a bid °n £000 mUrting™* nol havc any effect on the other 
for delivery in May. It is ^cipated£** seasonally lo v. the management is anx.ous 
a'pricc^vhich rnTy suffice £cover ,he ou,-of-poc„e, cos,s. 

The existing May budge, calls for produc.ion of 8,000 iunils. 
the full year is as under: 


The production budget for 


Budgeted production—100,000 units 

Cost; 

Material 
Direct Labour 
Power 
Excise Duty 
Indirect Labour 
Depreciation 
Supervision 
Supplies 
Repairs 


Rs. 

64,000 

72,000 

24.800 

4.000 

26,000 

29,200 

21,000 

4.000 

1,000 


TOTAL ... 2.46.000 


Average budgeted cost per unit - Rs. 2.46 

co.* 

indirect labour arc variable. 

You arc required— 

(a) ,o prepare ,he produc.ion cos, budge, for 8.000 units now planned for May and And 

the average cost per unit; 

(b) ,o find Ihe average cos, per uni,, if ,he production i. increased to 12,000 urn,. 

instead of 8,000 units; and 

tc to suggest the unit price which can be quoted. 

11. Draw up a flexible budge, for overhead expenses on the basis of the following data 
and determine the overhead rate at 70%, 80% and 90, 0 plant capac y. 

90% 


70% 

80% 

-— 

-* 

Rs. 

Rs 

Variable overheads: 


Indirect labour 

12,000 

Stores including spares 

4,000 

Semi-Variable overheads: 


Power (30% fixed 70% variable) 

20.000 

Repairs and maintenance 


(60% fixed. 40% variable) 

2,000 

Fixed overheads; 


Depreciation 

11,000 

Insurance 

3,000 

Salaries 

: 10,000 

Total overheads 

Rs. 62,000 


Rs. 


Estimated direct labour hours 1,24,000 hours. 
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December W7 FaS ' ° r °* ing Compan >' Ltd., had .he following .rial balance as on 31s. 


Trial Balance as on 31-12-77 


Cash 

Accounts receivable 
Raw materia 1 X (70000 kgs) 

.. ., Y (80000gal) 

Work-in-process 
Finished goods, (25200 units) 
Prepaid insurance 
Property, Plant and Equipment 
Allowance for depreciation 
Accounts payable for material 
Accrued expenses 
Income-tax payable 
Bank loan 
Equity capital 
Retained earnings 


Dr. 

Rs. 

2.80,000 

4.40,000 

1,40,000 

1 , 20,000 

1 , 00,000 

3.40.200 

5,800 

15.00,000 


Cr. 

Rs. 


V 

J 

L t 


2 


i. 2 T 26 So ft'J' 






5,50.000 

2,80.000 

1,30.000 

2.40,000 

8 , 00.000 

7,00,000 

2,26,000 


Rs. 29,26.000 


Sales for 1978 were estimated at 1.50.000 units at Rs~20 per unit 
each unit of output consisted of the following: 


The standard cost 


ol 


Standard Cost per unit 


Material: r Si 

2 kgs of X <ty Rs. 2 4.00 

2 gal of Y (6> Rs. I 50 3.00 

Labour: 

I hour @ Rs. 2.50 2.50 

Factory overhead—Variable 

1 hour Rs. 1.80 1.80 

Factory overhead—Fixed 

I hour («) Rs. 2.20 2.20 

Total unit cost Rs. 13.50 


The Company was highly dissatisfied with its inventory levels, except in the case of 
work-in-process. It was decided to cut all inventories 50% by the end of the year except for 
work-in-process which was to remain stable. Only December purchases of 30000 kgs. of X 
and 40000 gallons of Y are to remain unpaid as of the year end. All purchasers are antici- 
pated to be made at standard prices. One third (2500 units) of November sales (7500 units) 
and two-thirds (7000 units) of December sales (10500 units) are expected to be uncollected 
as of December 31. Of the accounts collected during each year, 80% are normally subject to 
a cash discount of 2%. 

The estimate of factory overhead for the year is as follows: 

Estimated Factory Orerhead 


Variable: r s . 

Indirect labour 1,15,000 

Supplies 73,200 

Power 59,120 


2,47,320 
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Fixed: Ks 

Salaries 1,25.000 

Depreciation 1,50.000 

Insurance 18,000 

Property tax 57.000 


Rs. 3,50,000 


Total factory overhead 5,97,320 

S SC S 


Estimated selling and administrative expenses 
for the year; 



Rs. 

Salaries 

2.45.000 

Supplies 

18,000 

Sales promotion 

1.90.000 

Telephone and telegraph 

16.000 

Depreciation 

40,000 

Insurance 

4,000 

Interest 

25.000 

Property lax 

9,000 

Rs. 5.47.000 


Accrued expenses at the end of the ycir arc estimited it Rs. 1,10.000, vhich will include 
unpaid payroll, supplies power etc. and all insurance bills amounting to Rs. 23,000 will be 
prepaid. 

No variances arc expected in the prices of material, labour, or ovcrhcid elements. 
However, direct labour inclliiecncy of 10% is expected because of the addition of unex¬ 
perienced workers. This 10% variance and any overhead variances arc to be treated as addition 
to cost of goods sold. 

The minimum desired cash balance is Rs. 2,80,000. Amounts needed to achieve this 
minimum can be borrowed from the bank in multiples of Rs 1.000. Amounts in excess of this 
minimum can be used to repay bank loan in multiples of Rs. 1000/- (Ignore the possibilities 
of interest expense for the purpose of simplification) 

Required: 

(a) A profit budget for the year 1978. 

Assume incometax at 50% 

(b) A cash budget for the year. 

(c) A projected balance sheet as of 31 Dec. 1978. 

Hints First calculate: — 

(1) Production required 

(2) Material 

(3) „ purchases 

(4) Labour required and 

(5) Overhead required. 



Chapter XXII 
CAPITAL BUDGETING 


Investment decisions are vital to all organisations. According to Bierman 
and Smidt the term ‘investment* refers to committments of resources, made in 
the hope of realizing benefits that are expected to occur over a reasonably long 
future period of time. Capital budgeting is a many sided activity that includes 
searching for new and more profitable investment proposals, investigating 
engineering and marketing considerations to predict the consequences of accept¬ 
ing the investment, and making economic analyses to determine the profit 
potential of each investment proposal". 

The benefits of an investment are spread over a considerably long period 
of time. But a decision about its undertaking is to be made to day. Hence, 
there exists a need for methods or procedures which help the management to 
analyse the profit potential of investments. 

Investments can be of several types. They can be of ‘‘replacement" type 
in which one has to decide when to replace a machine with the existing type or 
a new one? Other type can be deciding the size of a plant, whether to cboose a 
small plant thus catering for low demand or a bigger plant. To mention 
some more, the investments can be ‘new product introduction’, "refunding debt" 
etc. 

We mentioned earlier that the returns of an investment are spread over a 
period of time. These returns are termed usually as "cash flows". It is 
reasonable and convenient for the purpose of analyses to assume that the cash 
flow of a period arises at one point of time. It is customary to visualise an 
investment project comprising of a negative cash flow at the beginning and 
certain amount of cash flow at the end of each year, for certain number of 
years. 

For instance let us consider the following illustration. 

A new machine costs Rs. 20,000. By using that machine we can obtain a 
cash flow of Rs. 15,000 at the end of 1st year, 12,000; 10,000; 8,000 and 5,000 
at the end of 2nd, 3rd, 4th and 5th years respectively. The machine has to be 
scrapped after five years without any salvage value. 

Assuming a tax free situation we can denote the above investment project 
as : 

(—20,000; 15,000; 12,000; 10,000; 8,000; 5,000) and the life of this project 
i^/5 years. 

'Methods for evaluating investment proposals : 

Several methods have been developed in evaluating the investment 
projects. We present here some widely used methods. Before we proceed with 
the discussion of these methods it is worth while to state the prevailing assump¬ 
tions. 

We assume that any investment project under consideration can be descri¬ 
bed as a series of cash flows, as illustrated in the above problem of purchasing 
of a machine. Further we assume that each flow arises at one time point—at 

I The Capital Budgeting Decision—Harold Bierman Seymous Smidt Macmillam 
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.. P nd of each period (usually year) except the initial outlay which occurs at 
the beginning of the project’s life. 

We can divide methods for evaluating investment projects broadly, in o 
two categories 

(i) Non discounting methods and. 


(ii) Discounting methods. 

The non-discounting methods do not consider the time value of^ money. 
TTn?i*»r these methods a rupee now is the same, as a rupee after one year, two 
^car and so on. The latter methods are based on the concept of time value of 


money. 


Non-discounting methods : 


The methods which arc of popular use under this category arc 
(i) Payback method 

/ (ii) The average rate of return on investment method. 

(i) The pay back method is one of the simplest methods of assessing the 
worth of an investment. Through this method we calculate what is known as 
“navback period”. The payback period of an investment is defined as the 
lenffth of time needed for the stream of cash flows of the investment to be equal 
to the initial outlay. To illustrate this method let us consider the following 
illustration 

A company is contemplating of introducing a new product which requires 
a total out lay of Rs. 10,00.000 at present. It promises the following net cash 
flows for the coming five years after which it is expected that this product 
becomes obsolete and its production has to be discontinued. The cash proceeds 
(after tax but before depreciation) are as given below : 

Year . Net cash flows 


1 2,00,000 

2 4,00,000 

3 4,00,000 

4 1,00,000 

5 50,000 

For this project we can see that the sum of flows of first three years 
(2,00,000 + 4,00,000 + 4,00,000=10,00,000) is equal to the intial investment 
10,00,000. Hence the payback period for this project is 3 years. 

If an investment has a stream of cashflows that is constant from year to 
year, the payback period can be determined as : 

J__ The initial ou tlay of the project _ 

Cash flow from the project after tax but before depreciation. 


For instance, let us consider the project 
(-30,000; 15,000; 15,000; 15,000; 15000) 

The paybock period for this project =2 years. 


The payback method is considered to be a conventional method. 
Many companies still prefer to use it. Where the plant and machinery is sophis- 

.. ' ' ’" VP 
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comprising of the motto “earlier we get the monev the hetter it ik” in thw 
above example the project’s outlay is recovered after* 2 H years The conV™ 

The two essential drawbacks of this method are : 
different' penods "and^^ im ° aCC ° Unt lhe ,ime Va ' U£ of cash P roc£cds of 

S' . * 2) ' l totall y ignores the cash proceeds after the payback period, 
vy (n) The average rate of return on investment 

we cateulate arttcof'£t“m*t e nby T** meth ° d " Thr ° Ugh * hiS me ‘ h ° d 

Average annual pr oceeds after tax and depreciation 

Total out lay. 

Suppose a Rs. 20,00,000/-’project gives rise an average income after tax 

Return C n P n?nviumn°^ R * 200 ’k° 0/ ' P cr y car for fivc years. The average rate of 
return on investment is given by : 

200,000 

^OooXiOpor 10%. 

A •Sf* ht, y.iiff crcnt formula is commonly used in calculating this rate of 
return. The difference is, to use average capital outlay as the denominator in 
place ofol total outlay. Using the average outlay is preferred because the original 
outlay is recovered over the project’s life on account of depreciation charges 
For instance, let a machine cost Rs. 50,000. This machine can be used only 
tor hve years after which it has to be scrapped. There is no salvage value 
Suppose a straight line depreciation method is employed. Then outstanding 
capital outlay is as shown below : 


1. 

Beginning 


Rs. 

50,000 

2. 

At the end of year 

1 

40,000 

3. 

—do— 

2 

30,000 

4. 

—do— 

3 

20,000 

5. 

—do— 

4 

10,000 

6. 

—do— 

5 

0 


Total : 


150,000 


Average outlay = --^529=25000. 

o 


Note that this average outlay is nothing but one half of the original out¬ 
lay. Under straight line depreciation method, the average outlay is one half of 
the original outlay. It is customary to use the following formula to calculate 
the average rate of return on average investment: 

Average annual proceeds after tax and depreciation 
Original outlay -r 2 


Suppose in the above case the project yields an average income after tax 
and depreciation of Rs. 5,000 then the required average return is : 

S x ioo=2o % 
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In evaluating a project by this method, the rate computed through above 
formula is compared with the rate expected on other projects if the funds arc 
invested in those alternative projects or with the rate which management consi¬ 
ders as the minimum which must be earned. 


Like payback method, the method of average return on investment is 
easy to understand and simple to calculate. It has the advantage that it takes 
into consideration income produced over the entire life of the project. It does 
however carry the same limitation as that of payback method viz; failure to 
consider the time pattern of the income flows. The real rate of return earned 
on two projects would differ sharply if the earnings of one accrued in the early 
years and those of the second in later years even though the projects had the 
same average income, total income, project life and average rate of return on 
capital outlay. 


(il) Discounting methods 




As indicated earlier these methods use the notion of time value of money. 
This is based on the philosophy that a rupee today is worth more than a rupee 
after one year. 

Suppose we deposit one rupee in a bank (assumed that it is allowed but 
the banks usually do stipulate a minimum for deposit or withdrawal) which 
pay an interest rate of 5% per annum. After a year the money in our account 
becomes Rs. 1.05. Under 5% rate of interest a rupee of today accumulates 
to Rs. 1.05 alter one year: Rs. 1.05 x 1.05 cn-RT 1.1025 (or Rs. 1.10 rounded 
to the nearest paisc) after two years, so on and so forth. Under a discount 
rate of 5% p.a. we say that the future value of one rupee, after one year is 
Rs. 1.05; after two years is Rs. 1.1025 etc. In the same way we can say that 
the present value of Rs. 1.05 to be obtained after one year is Re. 1 i.c,, 1.05/1.1; 
the present value of Rs. 1.1025 to be obtained after two years is Rs. 1 i.e. 1.1025/ 
(l.l)*; so on and so forth. 

Suppose we have a project which gives the following series of cash flows. 

(-100; 200; 50; 10) 

Let the time value of the money be given by a rate of 10% per year. Then 
the present value of the above project is: 


_100+1M_+ 50 + ,0 - 

100+ TT + (Ti>* + njy 

Or- 100+200x0.50914- 50x0.8264+10x0.7513 
--=130.653. 


Note that the flow of the first year is multiplied by 0.9091. This is 
nothing but the present value of Rs. 1, which will be obtained after one year, 
at the rate 10% per year. Similarly we note that the second year's flow is 
multiplied by 0.8264. This is nothing but the present value of Re. 1 to be 
obtained after two years, at a rate of 10% per annum. In the same manner 
we can explain the factor. 0.7513 used for discounting the flow of the third 
year. The present values of a rupee to be earned in future years, at selected 
rates of interest are given in the Appendix. 

The future value of the above projects is given by 
-100(1.1)3+ 00(1.1)*-}-50(1.1)+10 
or -100x 1.331+ 200 X 1.21 +50 x 1.1 + 10 
= 173.90. 
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We can see that the factor 1.331 used to multiply the initial flow is the 
future value of Re. 1, after three years. We can interpret, in the same manner, 
the remaining multiplication factors. It is not difficult to visualize the follow¬ 
ing relationships between the present value and future value of any project. 

(1) Future value — (14* r)nX present value, where n is the life of the pro¬ 
ject and r is the discount rate expressed as a fraction. 

In the above case we could have obtained the future value as 
(l.l) 3 x 130.633= 173.90 

(2) Further it can be seen that, 

(a) if the present value of a project is positive, the future 
positive (The reverse is also true); 

(b) if the present value is negative, then the future value is 
(The reverse is also true); 

and (c) if the present value is zero, then the future value is also zero. 
(The reverse is also true). 

The two prominent methods under the category of discount methods 

arc:— 

(i) Present value method 

(ii) Yield method. 

(i) Present value method: 

The essence of this method is calculating the present value (or future 
value) of the project(s). In order to calculate this value, it is essential to 
determine a suitable value for the rate of discount. Determination of rate to 
be charged for discounting is a big problem by itself. This rate can be based 
on opportunity cost concept. That is. this rate can be determined through 
the answer of the question. “If we do not invest the money in this project, 
what alternative use we can make of with this money’’. Suppose the money 
can be invested in a bank, which pays an interest rate of 6% p a. Then we have 
to judge whether our project will at least break even at a discount rate of 6%p.a. 
For companies usually the discount rate used is known as “cost of capital”. 

The present value method is used in the following manner. 

(i) If wc have to decide whether to accept or reject an investment project, 
then we accept the project if its present value (or future value) is positive^ 
(Infact we are cosidering in this method the net present value since the cost ol 
the investment is also considered. This method is also known as Net present 
value method"). 


value is also 
also negative. 
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(ii) If we have to select a project from a set of mutually exclusive 
nroiects* then we select that project for which the (net) present value (or future 
value) is the highest provided it is a maximum. (This rule is applicable tor 
the projects which are of same life. Otherwise, some modifications may have 
to be made. This will be explained later). 

(iii) If we have to select a project from a set of mutually exclusive pro¬ 
jects, all are not of same life, then one of the following applies: 

' (a) For each one of the competing investment projects, if a new project 
which has the same set of cashflows as the earlier competing one can be under¬ 
taken immediately after completing the earlier project, then those competing 
projects are to be compared on the basis of Annual Equivalent Values’. 

Annual Equivplent Value is that cash flow, if considered as occurring at 
the end of each period during the project’s life the present (future) value of 
that stream of cash flows should be the same as the present (future) value of 
the project. Suppose the present vaiue of a project, calculated at the given 
discount rate r (in fraction). The annual equivalent value (AEV) of this project, 
A, is given by: 

r(l + rV 

A = [(1+n)"—1] 

It can be seen that under no discounting i.e., when the rate of discount 
is zero. AEV is the average of all cash flows of the project whereas the present 
or future value is the total of all cash flows. 

Generally projects with longer lives tend to result into higher present 
value, than those of smaller lives. Suppose that there are two types of machines 
which can perform the same kind of job(s). Machine 1 is costlier one, costing 
Rs. 10,000 and results into a revenue of Rs. 4000 per year for 4 years, Machine 
2 is cheaper costing 5,000 and results into a revenue of Rs. 4500 for 2 years. 
Let us assume that both the machines do not have any scrap value at the end 
of their lives. 

•Investment projects ean be classified into several categories. They are: 

(I) Independent projects; 

(ii) Mutually Exclusive projects: 

(iii) Contingent projects; 

(iv) Compound projects. 

Projects are said to be independent of each other if the selection of one project will in 
no way affect the i-cccpt.-.ncc or rejection of other projects. For instance the investments, in 
securities, buying a new machine and air-conditioning for the administrative block can be 
thought of as independent investments. 

Projects are said to be mutually exclusive if a p: >ject of this set is selected, then all the 
remaining projects, automatically become un-acccntable or even unthinkable. The invest¬ 
ments— (i) buying a machine, (ii) leasing machine are mutually exclusive, since if one is 
accepted, the other is automatically rejected. 

A project is said to be contingent on another if the undertaking of the former can be 
considered only when the latter project is accepted Suppose a company has to decide 
whether to built a plant of size 20.000 tonnes. It has also to decide whether to air-condition 
the plant. It is clear to see that the latter is contingent upon the former. 

A compound project is a project combined with its contingent projec*. In the previous 
case, “building a plant of size 20,000 tonns with air-conditioning*' is a compound project. 

It is possible to convert the situation having contingent projects into situations of 
mutually exclusive projects For instance, the previous situation can be thought of having 
the following two mutually excluse projects; 

(i) Building a plant of size 20,000 tonns without air-conditioner 

(ii) Building a plant of size 20,000 tonns with air-conditioner. 
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For simplicity sake, let us assume that the situation is free of discounting 

1 e. the rate of discount is zero. Then it can be seen that the present value of 
the project of machine 1 is Rs. 6000 and the same for the project of machine 

2 is Rs. 4000. By applying present value criterion we tend to accept to buy 
machine 1. But by a simple observation we can see that machine 2 will give 
more return in the long run. If we assume that each time, we replace the 
existing machine after completion of its life by the same kind of machine, the 
average flow per year (this is nothing but AEV under a discount rate of zero) 
clue to machine 1 and 2 are Rs. 1500 and Rs. 2000 respectively. Hence machine 
2, under these circumstances, is clearly superior to machine 1. Machine 1 has 
a higher present value on account of its longer life. Similar calculations can 
be made, for non-zero discount rate(s). 

(b) If undertaking of the esame kind of investment projects whenever a 
project is completed’ is not possible, then using of annual equivalent value 
should not be done. If it can be assumed that, the cash released through the 
project can be reinvested at least upto the end of the life of the project with 
maximum life at the rate of discount r (the rate used for calculating present 
values, by the company), then the project with the highest present value is 
to be selected. This is a reasonable assumption, since the present value of the 
project with maximum life is also calculated by using the rate of discount r. 


profitability Index method 

Profitability index is a modification of the present value. It is the ratio 
of the present value of the future returns of the project to the initial investments. 


For example, let there be a project estimated to cost Rs. 300,000/-. At 
10% discount rate, suppose, the present value of future cash flows is 
Rs. 3,10,000. The net present value is Rs. 30,000. The profitability index is: 


3,30,000 
3,00,000 ll * 


We can see that if the (net) present value is positive 


the profitability index is greater than one and if the net present value is negative 
then the profitability index is less than one. If the net present value is zero 
the profitability index is one. Hence in the case of accepting or rejecting a 
project, we accept the project if its profitability index is greater than one. How¬ 
ever, in the case of selecting a project from a set of mutually exclusive projects, 
selecting that project which has maximum profitability index, may give con¬ 
tradictory results to those given by present value method. For instance let us 
consider the following mutually exclusive investments: 


Project 

Initial invest¬ 

Present value 

Profitability 

Net present 

ment 

of future flows 

index 

value 


Rs. 

Rs. 


Rs. 

1 

10,000 

16,000 

1.6 

6,000 

2 

5,000 

9,000 

1.8 

4,000 

3 

7,000 

11,900 

1.7 

4,900 


By “profitability index" criterion project 2 is best, project 3 is the next 
best and project 1 is last; whereas by “present value" method project 1 is best, 
project 3 is second and project 2 is last. But the profitability index (P.I.) is 
giving a misleading picture. For instance, project 2 has a P.I. of 1.8. This 
can be interpreted in the following manner. 

A rupee spent in this project, will give rise to retuns, over future period 
whose present value is Rs. 1.8. Similarly, a rupee spent in project- 
1 will give rise to returns, whose present value is Rs. 1.6. Based on this 
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argument, one may be tempted to prefer project 2 over 1. But there is hallow- 
ness in the above argument. If the investment 2 is undertaken one is to spend 
exactly Rs. 5000 and nothing more or less. Hence the present value of returns 
from this project is exactly 1.8x5000=9000. On the other hand the project 1, 
exactly gives returns whose present value is 1.6x10.000 = 16,000. II we prefer 
project 2 over 1, we loose Rs. 7,000. Hence, in the case of selection of a 
project from a set of mutually exclusive projects, present value method is more 
appropriate than the profitability index criterion. The assumption, of course, 
we implicitly make is that there are unlimited funds (at least Rs. 10,000 in the 
above situation). The above type of situation poses another problem. Suppose 
the resources available are Rs. 10,000. If we undertake project 1, they arc 
completely utilized. In the case of project 2, Rs. 5000 and project 3, Rs. 3000 
arc unutilised. What use will be made of Rs. 3000 if 3 is undertaken? One 
may have to consider there as well in making the correct investments decisions. 
But, when a company has unlimited or a large sum, as compared to individual 
investments, and faces with several sets of mutually exclusive projects, from 
time to time, the alternative use of idle cash (as in the above case) becomes 
secondaiy and insignificant in importance. 

Suppose in the above example, all projects are independent. The company 
can undertake all these projects (since all give positive net present values). 
Suppose there is re triction on the available budget and it is Rs. 12,000, then 
the total preset value is maximum if projects 2 and 3 arc undertaken. When 
the total amount available is restricted, selecting the projects, on the basis of 
ranking through present value will give wrong results. Ranking of the projects 
on the basis of profitability index is better than the above procedure. However, 
this is not a cent percent correct procedure. To illustrate this consider the 
following: 


Project 

Initial Investment 

P.V. of future 
returns 

P.l. 

NPV 


Rs. 

Rs. 



A 

800 

1700 

2.125 

900 

B 

500 

1125 

2.250 

625 

C 

400 

920 

2.300 

520 

D 

200 

480 

2.400 

280 

E 

300 

750 

2.500 

450 


The company has only Rs. 1000 to spend in the present period. 

If we rank the projects on the basis of NPV. A comes first. If we accept 
this project which needs Rs. 800. we arc left only with Rs. 200. Hence we can 
undertake only project D. By undertaking projects A and D, we obtain a 
total NPV of Rs. 1180 We completely exhaust the resources. 

If we rank the projects on the basis of PI. the following is the ranking: 

E, D. C, B. A The following allocation of resources can be made on the 
basis of this ranking: 


Project 

Investment 

Cumulative 

investment 

Balance 

NPV 

E 

300 

300 

700 

450 

D 

200 

500 

500 

280 

C 

400 

900 

100 

520 

1250 
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Under this procedure we undertake the projects E, C and D, which require a 
total investment of Rs. 900 and give a total NPV of Rs. 1250. Still we have 
a balance of Rs. 100. Hence this procedure gives a better result than the 
previous one. However, this is not optimum. Suppose we undertake the 
projects E, D and B. We exhaust the budget and obtain a total NPV of 


Yield Method: 

The “Yield” (also known as Internal Rate of Return) of a project 
is defined to be that rate for which the net present value of the project is zero. 
In other words, this is that rate, which makes the present value of positive 
flows of the project equal to the present value of negative flows. If the project 
needs investment initially only, then at the rate of discount, equal to yield, the 
present value of future cash inflows (returns) is equal to this initial cost. We 
can also see that at yield rate the future value of the project is also zero. 
Further the profitability index is equal to one at this rate. 

For instance, the yield of the following project is 10%. 

(-50,000; 25,000; 30,000; 3,300). 

That is at 10%, rate of discount the present value of the project is zero. Wc 
can as well verify this by considering the future value of the project. This 
value is, 

= - 50,000( 1.1 ) 3 + 25,000( 1.1)*+30,000( 1.1)+3,300 
= -66,550+30,250+33,000+3,300=0. 

One way of calculating the yield is by using a trial and error method, by 
starting with a value for the discount rate If the net present value at this rate 
is positive, a higher rate is taken and the NPV is calculated. Otherwise the 
NPV is calculated at a lower rate. This procedure is continued until a discount 
rate is obtained at which the NPV is zero. 

Problem 


An investment of Rs. 13.85,000/-gives rise to the following flows (profit 
before depreciation but after tax). 

Year 
1 


2 

3 

4 

5 

Calculate the yield of the project, 
compute the net present value. 

The present value factors (from 
given below: 

Year 

1 

2 

3 

4 

_ 5 


flow (Rs.) 

30,000 • 

40,000 

60,000 

30,000 

20,000 

We select a 9% rate of discount and 

table) at 9% (or .09 in fraction) are as 

P.V. factor 
0.9174 
0.8417 
0.7722 
0.7084 

0.6499 . 


capital budgeting 

The present value of each flow is: 
Year 

0 (initial) -1,38,500 
1 
2 

3 

4 

5 


-1,38,500 1,41,772 Hence NPV is 3,272. 

Since NPV is positive we take a higher rate of 10% and compute NPV. 
The calculations are as shown below: 


Year 

P.V. factor 

P.V. of the flow 

0 

1.0000 

-1,38,500 

l 

0.9091 

27,273 

2 

0.8264 

33,056 

3 

0.7513 

45,078 

4 

0.6830 

20,490 

5 

0.6209 

12,418 


-1,38,500 1,38,315 NPV=-185. 


Since @ 10% the P.V. of future returns nearly equals the amount invested, 
therefore, 10% can be taken as the yield. 

The above trial and error method is not systematic. One difficulty faced 
in the above procedure is which rate of discount to choose initially. A better 
method is a procedure based on half interval method—a method under numeri¬ 
cal analyses. This method is suitable in computing yield for projects which 
have only one yield. Some projects can have more than one yield. But, 
conventional projects which have negative flows in the beginning and positive 
flows afterwards, can have at most one yield.* Throughout the discussion 
presented so far, we have cansidered conventional projects. The method, we 
are going to suggest, is applicable to all conventional projects. 

The starting step of this method is to find an interval in which the yield 
falls. In other words we have to determine two values of rate, such that at the 
the lower rate, the NPV of the project is positive and at higher rate is negative. 
On account of our assumption that the project has at most one yield, by a 
mathematical property it can proved that the yield falls between these two 

‘Some examples of conventional projects can be given as follows. 

—700; 500; 400; 100); (-1000, -500; 700; 600; 500) etc. 

Some examp'es of non-conventional projects are: 

(—72500; 10000; -500; 1700; 900); (-11000; 18000; 7000; —6000; -7000; 500) 

The projects which have positive flows in the beginning and negative flows afterwards, 

also, can have at most one yield. 
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values. Since we are dealing with conventional projects, we can only get an 
interval of that type such that the NPV of the project, at the lower limit is 
positive and at higher limit is negative. It is not possible to get an interval for 
which, the project has negative NPV at the lower limit and a positive NPV at 
the higher limit. 

in fractfon'^ ^ ' nilial intcrval can be and UK) %) *n percentage or ( 0 , 1 ) 


At a ‘0* rate the NPV of the project is just the sum of all cash flows. 

At a rate of 1 or (100%), flow of k th year is divided by 2 and all these 
flows after division are cumulated. 


It may so happen that at rate ‘O’ the NPV is negative. This automatical 
implies that the NPV at 100% is also negative. One need r.ot compute the 


NPV at 100'*f in this case. In such cases, the yield is less than zero. A protect 
with a negative yield is totally unacceptable. Such projects are to be rejected 
outright, since at any positive value of the discount rate those projects give a 
negative present value. 


For some projects, the NPV can be positive at 0 as well as at 100%. This 
means that yield of this project is greater than 100%. Such projects arc really 
“fabulous" and should be accepted outright without any further calculations, 
since in reality any rate we can think of will not be higher than 100% and at 
all such rates the project has a positive NPV. 

Once we decide the starting interval, then we proceed on to shorten this 
interval. For this purpose we compute the mid point. Suppose the initial 
interval is (0, 1) in fractions. Then the mid point is .5. We compute the NPV 
at .5. If this NPV is positive, the yield should lie in the interval (0.5, 1). Other¬ 
wise the interval is (0, 0.5). Note that through this step we have shortened the 
interval. That is the length of the interval, previously was 1 and now it is 0.5. 


We repeat the same step again and find the new shortened interval. 
Suppose the previous interval is (.5,1). The present interval can be either 
(0.5, 0.75) or (0.75, 1). In any case the length of the interval is reduced to 0.25. 
We proceed on in the same manner until we obtain an interval of sufficiently 
small width. Usually we can stopthis procedure when the length of the interval 
becomes less than .01 or .001 depending on the accuracy needed. Then we apply 
a linear interpolation formula to get the yield as shown below : 

Yield = L ‘ k — NPV at u.L— NPV at L.L X NPV a ‘ L L 
Where L.L. = Lower Limit of the interval 
U.L. = Upper Limit of the interval 
The following flow chart explains the steps involved in this methoi. 

Flow chart depicting steps involved in computing the yield of a project. 


Illustration: 

Calculate the yield for the project: 

( — 5000; 3000; 2000; 1968). 

At rate ‘0’ the NPV is -5000+3000 + 2000+1968 = 1968. 

At rate 1 or 100%, the NPV is 

—5000+3000 xi + 2000x-^ +1968 X ~ 

—or—5000+1500+500+246 
= -2754. 
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Hence our starting interval is (0,1) 

Iteration 1; 

The mid point is .50. Since the table (appended) does not contain 50% 
rate we consider the nearest value i.e. 48%. 

NPV at 48% = —5000X 1 + 3000 X .6757+2000 X .4565+1968 X .3085 

= -1453. 

Hence the new interval is (0, .48). Length of the interval is greater 
than .01. 

Iteration 2 

Mid point is .24. 

NPV at 24% = - 5000 X 1 + 3000 x .8065 + 2000 X .6504+1968 X 5245 

= -247. 

Hence the new interval is (0, .24). Length of the interval is greater 
than .01. 

Iterotion 3 

Mid point is .12 

NPV at 12% : —5000X 1 + 3000X .8929+2000X .7972+1968X .7118 

=674. 

Hence the new interval is (.12. .24). Length of the interval is greater 
than .01. 

Iteration 4 

Mid point is .18. 

N PV at 18 %: - 5000+ 3000 X .8475 + 2000 X .7182+1968 X .6086 
= 517. 

Hence the new interval is (.18, .24). Length of the interval is greater 
than .01. 

Iteration 5 

Mid point is .21 

NPV at 21%: -5000+3000X .8264+2000X .6830+1968X.5645 
=495. 

Hence the new interval is (.21, .24) Length of the interval is greater 
than . 01 . 

Iteration 6 

Mid point is 22,5. Since table does not contain rate 22.5, we can consider 
23%. NPV at 23% 

— 5000+3000 X .8130+2000 X .6610+1968 X .5374 
=400. 
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Hence the new interval is (.23, .24). Since the length of the interval is .01 
we apply the ir terpolation formula. 

YieU= 23 +^*47 X4 °° 

=0.236 or 23.6%. 

Yield has the only advantage that, it does not need a value for rate of 
,• before hand for computation. But computation of yield is quite 

tedious and cumbersome. The method of using yields some times gives 
ntr idictory results as compared to the present value method, further if a 
C ilrt has multiple yields the situation becomes complicated. The usual 
criticism voiced against the yield method can be listed as given below : 

(1) This method cannot be used if a project has more than one yield. 

(2) It is very tedious to compute yield (s). 

(3) The major assumption in using the yield method is that the inter¬ 
mediate cash flows are reinvested at the yield rate; and it might always be not 
possible to do this especially where a project has a particularly high internal 

rate of return. 

We present a critical evaluation of the above criticisms below: 

As has been indicated earlier, all conventional projects can have at most 
nnr vicld Non conventional projects can have no yield, one yield or multiple 

v£U Hence the possibility of having multiple yields arises only in the case 
^f nnnrnnventional projects. In such cases the yield method as indicated by 
many authors will fail. But it is possible to develop a method by using these 
multiple yields which gives the same result as that of the present value method. 
hi fact this method (former) will be so general, that it covers all the projects 
whether they have no yield one yield or more yields. The steps in this method 
need a little knowledge of Mathematics. 

It is true that the computation of yields is a tedious task. The methods 
minted earlier in this chapter for computing yield will support this fact. 
Sif^mathemattcally yields can be derived from the roots, which are greater 
than one o?a polynomial. This polynomial represents the future value function. 
The coefficients of this polynomial are the cashflows of the project. To find 
Joots of a polynomial manually is very difficult. But in the era ‘*5!! 

[his is no more a problem. Excellent computer programmes exist which present 

roots in matter of minutes. 

Several authors have refuted the arguments given in the ^'rd criticism. 
The basic issue involved in the arguments given there in, is the implicit assump¬ 
tion of reinvestment rate in the use of yield method. 

As an answer to these arguments we quote Adelson ‘ ...it is quite easy to 
show that if the capital for a project is borrowed (as it generally is, even if it is 
called “retained earnings”) and the cash throw-offs are used first to pay interest 
at rate T on the outstanding capital, any surplus being used to reduce the 
outstanding capital, then if V is chosen so that the capital is just paid off at 
theend of the*project life, this is the internal rate of return. What happens 
to the money as it is paid off is irrelavant . 

As long as we are dealing with conventional projects, we can safely say 
that the higher the yield of a project, the more efficiently it !S “sing the capital. If 
a conventional project does not have a yield, it amounts to saying that it has a 
yield which is not finite. Such projects are profitable for any discount rate. 
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^L NP YA thOSC projccls at an Y Positive finite rate of discount is positive. 
Hence the yield of a conventional project can be used as a cut-off point in 
investment decision making, regarding acceptance or rejection of that project 
Suppose a conventional project has a yield of 25%. Then we can conclude that 
£ r * n y rat . e ,e ^ s than 25 />>' thc Project is profitable since it has a positive 
b^rejected 116 f ° r 11 such rates. For any rate above 25%, the project should 

Unfortunately we can not say in such a simple manner, for non-con- 
ventional projects. If the project has multiple yields, the situation becomes 
still fluid. But it is possible, as indicated earlier, to develop a method using 
yields, which gives the same result as that of present value method. It should 
be noted that a proper method of using yields will indicate whether thc project 
is acceptable or not at various rates where as present value method tells thc 
position at a particular rate only. 


The yield method lands into difficulties, when a selection is to be made 
from a set of projects. Even if all the competing projects have only unique 
yields, to select the project which has the highest yield is not a correct criterion. 
Several illustrations can be given such as shown below, to ‘show "maximisation 
of yield” is not the same as "maximisation of present value”. 


Project ( Rs .) Yield (%) 

1 . (- 100 , 20 , 120 ) 20 

2. (-100,100,31.25) 25* 

•indicates maximum value. 


NPV at 5% {Rs.) 

27.89* 

23.58. 


" Maximisation of present value" is thc valid and proper criterion and it 
is possible to develop a method using yields which indicate the profitability of 
the projects at all values of the discount rate, in terms of net present value. 

We conclude the discussion on yitld method by quoting Bierman and 
Smidt” Thc yield method can also be used to make correct investment decisions, 
provided thc cost of money is the same in all future time period. If properly 
used, the yield method will infact lead to the same choices as the present value 
method. But the rules that must be followed if thc yield method is to be used 
properly are quite complex. 

.For most of us the present value method is simpler, safer, easier and 

more direct". 


Problem 1 


A company is considering the purchase of a business machine. The 
alternative is to rent it. The purchase price of the machine is Rs. 1,00,000. The 
rental per year of the same machine is Rs. 30,000. This amount includes all 
repairs and services. If the machine is purchased, a comparable service can be 
obtained for Rs. 1000 a year. The estimated life of the machine is 5 years.. 
The cost of the capital of the firm is 10%, tax rate is 50% and the straight line 
depreciation method is to be used. Which alternative is to be selected? 


Solution 

If machine is purchased, the company can show depreciation expense. But 
depreciation expense is not a cash expense. In capital investment analysis, 
depreciation is considered, to the extent of resulting in tax benefits due to it. 
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Suppose Ri is the revenue m i th year of the life of the project. 

C, is the operating cost in i th year 
S, is the servicing cost in ilh year 

D, is the depreciation in i th year 

T is the tax rate in fraction. _ 

Then the flow of the project in i th year ,s ' '_ s _ D .) 

On this the company has to pay a tax of x 
Or ( 1 -T) (R.-C.)-l—TS.+TD, 

In the case of renting the machine, there are ?" ,5 [ng'lhe' machine. Hence 
year i (say) instead of S, and D, in the case of purchasing the mac 
the flow in the i th year, for this alternative is. 

(1-T) (Ri-Ci)-(1-T)-L,. 

Since the factor (I —T) (R*—C,1 is same in both the alternatives, we can 


Year 


Alter native 1 

Purchase 

Alternative 2 

(rent the 

Flows (Rs. 

the machine 

Flow (Hs.) 

machine) 

— 1.00,000 

—. 5 X 1000 +. 5 X 20000 = 500 

- " =500 

- =500 

- „ - =500 

- - =500 

0 

—.5x30,000 = 

M " 

•» 

•» 

— 15000 
—15000 

— 15000 
-•15000 

— 15000 


0 
1 
2 

3 

4 

5 

NPV of alternative 1 : 

—1,00,000+ 500 (.9091 + .8264 + .7513+ .6830+ .6209) 
or—100,000+500 (3.7908) =—100,000+1895.40 
= —98104.40 
NPV of alternative 2 : 

at 10 % 

— 15001) (3.7908) = —56865.0 
It is profitable to rent the machine. 

Problem 2 

The Roger Company has the choice between two different types of 
dies. One type costs less but also has a shorter life. The cash flows (in R..) 
after taxes for these dies (A and B) are as given below : 

Year 

0 12 3 4 

A —10,000 8,000 8,000 

B —12,000 6,000 6,000 6,000 6,000 

If the cost of capital is 10%, choose the more desiable die. 

Solution 

The present value of A is—10,000+8,000 (1.7355) 

= Rs. 3,884 
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The present value of B is—12000 + 6000 (3.1698) 

— Rs. 7,020 (approx.) 

However, here the projects are of different life. If it can be assume that 
when once a die is to be replaced it would be replaced by the same kind of die 
the present values are not to be used for comparing these projects. Instead of 
present values annual equivalent values are to be used. 

AE1 at 10%, for A is ^ x 3884 
= Rs. 2,235 

AEl at 10%, for B is ^y^ x 7020 
= Rs. 2215. 

Hence die A is desirable. 


Problem 3 

Raja Products Company needs approximately 9,300,000 kilowatt hours 
of power. The power is being generated in the company’s own plant at an 
annual expense of Rs. 154,000, broken into different categories as shown 
below : 


Coal 

(in Rs.) 
67,000 

Operating and running expenses 

70,000 

Supervisor’s salary 

7,000 

Depreciation 

10,000 

Rs. 

154,000 


The Hindustan Power Generators (HPG) has offered to enter into a 
contract to fulfil the power requirements of the Raja Products Company (RPC). 
They proposed a contract for a period of 20 years. The terms of the contract 
are as follows. 

The RPC has to pay the following. 

(i) Rs. 400,000 for building a substation, which will have a life of 20 
years and has no salvage value, (ii) 0.5 paise for each K.W.H., 

and (iii) Annual expenses of Rs. 10,000 (depreciation is not included). 

It was estimated that if RPC accepted the contract and closed its own 
power plant, the old plant could be sold for Rs. 60,000. The book value is 
100,000. The engineering department felt that this plant will give satisfactory 
service for atleast ten more years, at the end of which time the company has to 
invest in a major overhaul which costs Rs. 150,000 and this will extend the life 
of the plant by ten more years. 

RPC has estimated that if the present facility is sold the supervisor can be 
transferred to another service department within the company where an addi¬ 
tional supervisor would soon be needed. If this additional supervisor is to be 
hired from outside, the company has to pay Rs. 5000 per year. 

The cost of capital is 14% and tax rate is 52%. Required : What action 
should Raja Products company take ? Indicate the procedure. 
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The Raja Products Company has to choose between these two 
alternatives: 

1. Continue with the existing plant. 

2. Enter into contract. 

Both these projects are of 20 years life. 

. nt \i i* ignore these and consider only 

costs S 'we "haV £> minfmum cost. We briefly indicate 

the procedure of solving this problem. 

Solution 


Cost Flows for Alternative 1 

Year 

Initial : 

1 : 

2 : 

3 

.4 8 x'l44000-.52x 10.000 JoSSiM 

” _ =63,920.00 

• 

• 

9. : 

10. 

11. ; 

12. : 

• 

• 

__ * __ =63,920.00 

150,000*+ .48X144,000 ncnoOQ 

_*52 x 10.000 2 ’ 13 “ zu uu 

,48x 144.000-.52X 15,000 

_ =61,3ZU.UU 

" »• 

• 

20. : 

• 

•Treating Rs. 1,50,000 expended at capital expense. 

Cost flows for Alternative 2 

Year 

Initial : 

1 : 

2 : 

• 

400,000—60,000 =340,000.00 

48(9.3 million X .5+ 10.000)-.52x20,000+2000 

100 

= 56,500-10400+2000 *48100 

— tf — =48100 

20. ; 

_ ‘ — =48100 

»» 


Wc culculate present value for each alternative and select that one which 
has the minimum present value. 

Problem 4 

The progressive Co. Ltd., has to select 1 one of the two projects whose 
cost and cash inflows are: 
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Cost 

Cash inflows : 

Year 1 

2 

3 

4 

Project A 

Rs. 

11,872 

10,000 

2,000 

1,000 

1,000 

Project B 
Rs. 
10,067 

1,000 

1,000 

2,000 

10,000 


The cost of capital is 8%. 

respectively. 1 ^ l2% a " d '° % are the yie,ds for P r °j“* A B 

(b) Rank the projects under : 

1. Yeild Method, 

2. Net Present Value Method. 

3. Profitability Index, and give your comments. 

Solution 

Using the yield method the following rates of return for the two projects 
arc obtained. v J 


Project A 

« AA/ 


Project B 



12% 


10% 


Year Cash 

Present value Present Cash 

Present value Present 


inflow 

factor 

value inflow 

factor 

value 


Rs. 


Rs. Rs. 


Rs. 

1 

10,000 

.893 

8,930 1,000 

.909 

909 

2 

2,000 

.797 

1,594 1,000 

.826 

826 

3 

1,000 

.712 

712 2,010 

.751 

1,502 

4 

1,000 

.636 

636 10,000 

.683 

6,830 




Rs. 11,872 

Rs. 

10,067 




= = = == 


= = = = 



Net Present Value Method 





COST OF CAPITAL IS 8% 




Project A 


Project B 


Year Cash 

Present value Present Cash inflow Present value 


inflow 

factor 

value 




Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

. T 


.926 

9,260 


926 

'* 2 


.857 

1,714 


857 

3 

1,000 

.794 

794 

2000 

1,588 

4 

1,000 

.735 

735 

10000 

7,350 




Rs. 12,503 

Rs. 10,721 
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A Project 
Rs. 
12,503 
11,872 

Rs. 631 


Net Present Value 

B Project 
Rs. 
10,721 
10,067 

Rs. 654 


Profitability Index. 
Project A 1-2503 


11872 

= 1.053 : 1 


Project B 10,721 

10,067 
= 1.064 : 1 


Yield method 
Net present value 
method 

Profitability Index 


Ranting of the two projects 

A B 

I U 

II i 

11 I 


(problem 5 


A project of Rs. 20,00.000 yielded annually a profit of Rs. 300 ^ 

depreciation @ 121% and is subject to meometax 50/<,. Calculate payback 
period. 


Solution 


Cost Rs. 20,00,000 

Rs. 

Profit 

3.00,000 

Income tax 

1,50,000 

Profit after tax @ 50% 

1,50,000 

Add depreciation on 

Rs. 20,00,000 @ 121% 

2,50,000 


Rs. 4,00,000 


£ 


« u . . . - Rs. 20.00,000 

Therefore the Payback period is 400 .OOO 


~ - 5 years 


Problem 6 

“Sfinvestment of Rs. 1.38,500 yielded the followirg profit before 
for depreciation, but after payment of incometax. 


Year 

1 

2 

3 

4 


Rs. 

30,000 

40,000 

60,000 

30,000 


5 


20,000 


Calculate the Internal Rate of Return. 


charging 

*\ 

V 
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Solution 


Year 

Inflows 

Present 
value factor 
at 9% 

Present 

value 

Present 
value factor 
at 10 % 

Present 

value 

1 

2 

3 

4 

5 

Rs. 

30,000 

40,000 

60.000 

30.000 

20,000 

.9174 

.8417 

.7722 

.7084 

.6499 

Rs. 

27,522 

33,668 

46,332 

21,252 

12,998 

.9091 

.8264 

.7513 

.6830 

.6209 

Rs. 

27,273 

33,056 

45,078 

20,490 

12,418 

Total 

1.80,000 

Rs. 

1.41,772 

Rs. 

1,38.315 


h Therefore the Internal Rate of Return is 10%. 
[/Problem 7 


No project is acceptable unless the yield is 10%. Cash inflows of a 
certain project alongwith cash outflows are given below : 


Year 

Outflows 

Inflows 


Rs. 

Rs. 

0 

1,50,000 


1 

30,000 

20,000 

2 


30,000 

3 


60,000 

4 


80,000 



30,000 



40.0C0 


(Being salvage value at the 
end of 5 years) 


Calculate Net Present Value 
Solution 


Year 

Outflows 

Present 
value at 
10% 

Present 
value factor 
at 10% 

Inflows 

Net Present 
value 


Rs. 

Rs. 


Rs. 

Rs. 

0 

150,000 

150,000 

— 



1 

30,000 

27,273 

.9091 

20,000 

18,182 

2 



.8264 

30,000 

24,792 

3 



.7513 

60,000 

45,078 

4 



.6830 

80,000 

54,640 

5 



.6209 

30,000 

18,627 

6 



.6209 

40,000 

24,836 


Rs. 1,80,000 Rs. 1,77,273 


Rs. 1,86,155 
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Inflows 

Outflows 


Rs. 

1,86,155 

1,77,273 


Net Presents value Rs. 8,882 


Problem 8 

only five years. The total capital putm by the sole trader is as 

Rs. 

Plant and Machinery 2,70,500 

Working Capital 40,000 


Total Rs* £.10,500 

The working capital would be fully realised at the 
The scrap value of the plant expected to be realised at the end of the Mn yea 

is ohly Rs. 5500. 

The traders, earnings arc expected be as under. 

Year Cash Flow (subject to Tax payable 

Depreciation and tax) 

Rs Rs. 

1 90,000 50 000 

2 1,30.000 30,000 

3 1.70.000 40.000 

4 1.16,000 26,000 

5 19,500 5 » 000 

Present value factors at various rates of interest are given below. 

Year 11% 12% 13% > 4 % 

1 0.9009 0.8929 0.8850 0.8772 0.8696 

2 0.8116 0.7972 0.7831 0.7695 0.7561 

3 0.7312 0.7118 0.6931 0.6750 0.6575 

4 0.6587 0.6355 0.6133 0.592 0.5718 

5 0.5935 0.5674 0.5428 0.5194 0.4972 

You are repuired to compute the return on capital earned by the trader. 


Rs. 

20,000 

30,000 

40,000 

26,000 

5,000 


11% 

12% 

13% 

14% 

0.9009 

0.8929 

0.8850 

0.8772 

0.8116 

0.7972 

0.7831 

0.7695 

0.7312 

0.7118 

0.6931 

0.6750 

0.6587 

0.6355 

0.6133 

0.5921 

0.5935 

0.5674 

0.5428 

0.5194 


Solution: 


Net Cash Flow 


Year 

Rs. 

11% 

1 

70,000 

63,063 

2 

1,00,000 

81,160 

3 

1,30,000 

95,056 

4 

90,000 

59,283 

5 

60,000 

35,610 


Total 

3,34,172 


Present discounted value («' 


12 % 

b2,503 

79,720 

92,534 

57.195 

34,064 


3,26,016 


13% 

61,950 

78,310 

90,103 

55.197 

32,568 


3,18,128 


14% 

61,404 

76,950 

87,750 

53,289 

31,164 


3,10,557 


15% 

60,872 

75,610 

85,475 

51.462 

29,832 


3,03,251 
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. , Tlle X Company Ltd., owns various investment projects. One project is 

is doing poorly and is being considered for replacement. Three P mutuallv 
exclusive projects have been proposed. Funds are available for only one project 
Management asks for your recommendation. The three projects are AB& 
C n 3^1 j >r " Je . ct f IS expected to require an outlay of Rs. 30,000. They 'have 
an estimated life of 5 years, 3 years and 4 years respectively with no salvage 
value. The company s required rate of return is 12 %. The anticipated net 
cash inflows for the three projects over the successive years arc as follows: 


Net Cash Inflows of Proposed Capital Expenditure Projects 



A 

B 

c 

Year 

Rs. 

Rs. 

Rs. 

\ 

10,000 

17,000 

10.000 

% 

10,000 

17,000 

10,000 

3 

10.000 

10,000 

10,000 

4 

10,000 

— 

5,000 

5 

10,000 

— 

_ 


(1) Determine the Payback period for each project. 

(2) Determine the average return on total investment, for each product 

(3) Determine the internal rate of return for each project. 

(4) Determine the present value of each project and its profitability 
index. 

(5) Rank each project applying the methods of payback, average return 
on investment internal rate of return and profitability index. 


(1) 

Payback period: 

1 



A 

B 

C 


3 years 

1 year 9 moths 3 

years 

(2) 

Average return on total investment 


Project 

Average Cash 
flows 

Depreciation 

Net Cash inflow af 
providing for 
depreciation 


Rs. 

Rs. 

Rs. 

A 

10,000 

6,000 

4,000 

B 

14,677 

10,000 

4,667 

C. 

8,750 

7,500 

1,250 


1 
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Average rate of return 
A 
B 
C 


^lr xl<w=13 ' 33% 

,00=15.56% 
Rt . I’l l? X 100= 4.17% 


Internal rate of Return 
Year Cash inflows 

A B 

Rs. Rs. 

1 10,000 17,000 

2 10,000 17,000 

3 10,000 10,000 

4 10,000 — 

5 10,000 — 

Internal Rate of Return 

Year 12% 

Rs. 

1 8,930 

2 7,970 

3 7,120 

4 6,360 

5 5,670 

Rs. 36,050 


Present Value Factor 


c 

12 % 

16% 

18% 

22 % 

Rs. 

10,000 

.8930 

.862 

.848 

.820 

10,000 

-970 

.743 

.718 

.672 

10,000 

/120 

.641 

.609 

.551 

5,000 

.6360 

.552 

.516 

.451 


.5670 

.476 

.437 

.370 

n of A Project 




16% 

18% 


22 % 


Rs. 

Rs. 


Rs. 


8,620 

84,70 


8,200 


7,430 

7,180 


6,720 


6.410 

6,090 


5,510 


5,520 

5,160 


4,510 


4,760 

4,370 


3,700 


32,740 

Rs. 31,270 

Rs. 

1 

|| 



Internal Rate of Return of B Project 


Year 

1 

3 


Cash 

Inflows 

12 % 

16% 

22 % 

Rs. 

Rs. 

Rs. 

Rs 

17,000 

15,181 

14,654 

13,940 

17,000 

13,549 

12,631 

11 424 

10,000 

7,120 

6,410 

5,510 


35,850 

33,695 

30,874 


Interest Rate of Return of C Project. 


Year 

Cash 

Inflows 

Rs. 

12 % 

8 % 

6 % 

12 % 

Rs. 

8 % 

Rs. 

6 % 

Rs. 

1 

10,000 

893 

•926 

943 

8,930 

9,260 

9,430 

2 

10,000 

797 

•857 

•890 

7,970 

8,570 

8,900 

3 

10,000 

•712 

•794 

•840 

7,120 

7,940 

8,400 

4 

5,000 

•636 

•735 

•792 

3,180 

3,675 

3,960 






27,200 

29,445 

30.690 


So Internal Rate of Return. 

Project 

A 

(Between 18%— 22%) 20% 
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(Between 6%—8%) 


Year 

A 

B 

Net Present Value 12% 

C A 

B 

— 

c 

1 

10.000 

17,000 

10,000 

8,930 

15,181 

8,930 

2 

10,000 

17.000 

10,000 

7,970 

13,549 

7,970 

3 

10,000 

10,000 

10,000 

7,120 

7,120 

7,120 

4 

10,000 

— 

5,000 

6,360 


3,180 

5 

10.000 

— 

— 

5,670 

— 



Outlay 1 

Net Persent Value 


Rs. 36,050 Rs. 35,850 Rs. 27,200 
Rs. 30,000 30.000 30000 


Profitability Index 
A 

1*2017 

Ranking 


6.050 


5,850 —2800 


B 

1195 

Protect 


C 

•9096 


Payback Method II l II 

Average Rate of Return 11 I III 

Internal Rate of Return II l III 

" P. Index I II III 

^Problem 10 

A machine with a useful life of 5 years is to be acquired at a total cost 
of Rs. 15,00.000 and that the cash inflow from it over the five years period will 
total Rs. 20.00,000 distributed as inflows 

Year Annual cash 

inflows 

Rs. 

1 5,50,000 

2 5,00,000 

3 4,00,000 

4 3,00,000 

5 2,50,000 


Rs. 20,00.000 


(a) At what rate must the annual cash inflow be discounted so that the 
total of the years present value will equal Rs. 15,00,COO, the cost of the 
investment. 

(b) If the cost of capital is 10%, calculated that net present value and 
the profitability index. 

Solution: 


Year 

Annual 

Discount Factor at 

Present Value at 



Cash 








inflows 

10 % 

12 % 

13% 

10 % 

12 % 

■ 13% 


Rs. 




Rs. 

Rs. 

Rs. 

1 

5,50,000 

9091 

*8929 

8850 

5,00,005 

4,91,095 

4,86,750 

2 

5,00,000 

•8264 

7972 

7831 

4,13,200 

3,98,600 . 

3,91,550 

3 

4,00,000 

*7513 

*7118 

•6931 

3,00.520 

2,84,720 

2,77,240 

4 

3,00,000 

*6830 

•6355 

•6133 

2,04,900 

1,90,650 

1,83,990 

5 

2,50,000 

*6209 

•5674 

5428 

1,55,225 

1,41,850 

1,35,700 


20 .00,000 



Rs. 

15,73,850 

15,06,915 

14,75,230 
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The rate which daunts the 

down to a present value oi Rs. 5,w,uuu i inc P( \ w ith the company s 

where between 12% and 13%. Ae rate of "return 

cost of capital (the minimum required rate of return or io 

on the other proposed projects. 

(c) Total cash inflows discounted at 10 / 0 being the 

Rs. 

15,73,850 
15,00,000 


Cost of capital 

Less the cost of investment 


Net Inflow 


Profitability Index 


73.850 

Ri. 1 .573,850 

1500,000 


1.04 


EXERCISE 


1. The following facts relate to an investment that costs Rs. 10,000 being 

considered by the ABC company: . _ v 

(All figures in Rs.) 

Period 

1 2 
Cash revenue 12,000 

Depreciation 5,000 5,000 


Net Income 


7,000 


7,000 


The company intends the increase dividends by Rs. 12,000 m period11 
and Rs. 12,000 in period 2 as a result of the investment. The company is not 
subject to income tax. 

Required: What are the cash flows of the two years for purposes ol the 
analysis of the investment. 

2. Manufacturers of heavy electric generating equipment h ^ c ^ 
arguing for years the value of buying in advance of need. The fo lowing 
analysis was presented by one manufacturer in order to persuade utilities to 
order in advance under a “buy and store plan. 

Cost of boiler if purchased a year early and stored: Rs. 10,00,000 

(Ninety per cent of the purchase price would be paid immediately and 

ten per cent one year later when the boiler is completed). 

Storage costs for one year: Rs. 10,000 

It is expected that there will be 8.5 per cent increase in cost (Rs. 85,000) 
if the purchase is delayed by one year. 

When a boiler is ordered it will be available after a year. 

Assume that the boiler is to be placed into use two years from now. 
Assume a tax rate of 0.6 and a short term interest rate of .04 per annum. 

Required-prepare an estimate of the incremental after tax cash flows 
resulting from ordering a boiler immediately The estimated cash flows should 
be suitable for determining the value of advance ordering, using a discounted 
cash flow approach. Assume that the boiler would be depreciated on a straight 
line basis over a 20 years period from the date it is installed and ready to use. 

3. Messrs James Robert and Co. Ltd. a firm of auto engine manufactures 
has developed a unique engine which it intends to use in a new model. Two 
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proposals for the necessary manufacturing equipment have been prepared. One 
Plan A considers the use of general purpose equipment. These machines 
could be used in the manufacture of other models or sold on the active “used 
equipment” market if the new model is not a success. Plan B consists of 
highly specialised, automated equipment of use only on this prototype. If the 
new model is not a success, the Plan B equipment will have to be junked. 

1. Costs for each plan (assuming an output of 50,000 units a year) are 
as follows. 



Plan A 

Plan B 

Machinery costs 

Rs. 

1,85,00,000 

Rs. 

4,60,00,000 

Annual variable costs: 

Labour 

Material 

Other 

2,00,00,000 

1,50,00,000 

1,00,00,000 

50,00,000 

1,35,00,000 

75,00,000 


4,50.00,000 

2,60,00,000 

Annual non-variable costs: 

’ Supervision 

Insurance, taxes etc. 

50,00,000 

25,00,000 

60,00,000 

50,00,000 


2. The general purpose machinery (Plan A) and the Plan B machinery 
are to be depreciated in five years; for depreciation computations, salavage value 
is estimated to be Rs. 2,00,000 for plan A equipment and Rs. 1,00,000 for Plan 
B. The straight line depreciation method of calculating depreciation is to be 
used. 

3. A new company is to be formed and operated as a wholly owned 
subsidiary. The new equipment will be purchased by the subsidiary. The 
engines will be sold, as finished, to the present company for Rs. 1250/- eash. 

4. Incometax rate is assumed to be 60 percent on income. 

Required: 

(a) Prepare an analysis that will show which plan is most advantageous 
after tax, assuming that 50,000 units a year will be sold, that the engines will be 
manufactured for five years and that rate of discount is 15 percent. 

(b) One of the directors says, “These new approaches do not answer the 
real questions”. He asks that you calculate the payback in {years for each plan 
assuming that 50,000 units a year will be produced and sold. 

4. The Cautious Company Ltd. anxious to purchase a machine, has under 
consideration two machines. 

The following cost and benefit schedule was developed for the purpose: 
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Investment 
(original cost) 

Annual estimated income 
after depreciation and 
income taxes. 

Year 

1 

2 

3 

4 

5 


Estimated life (years) 

Estimated salvage value 

Estimated average . 40% 

Incometax rate ™ /0 

Depreciation has been uniform throughout. 

You are required to : — 

* (i) Compute the cash inflow on each machine; 

(ii) Find the payback period and the average rate of return of each 
machine; 

(iii) Find the internal rates of return and, 

(iv) Account for the difference in the internal rates of return of two 
machines; 

7. A manufacturer is considering whether or not to produce a commodity 
which can be sold at Rs. 10 per unit. He invites you for advice. On enquiry 
you collect the following information. 

There is idle plant capacity for producing another 2,000 units per roonth. 
The cost of maintaining the plant is Rs. 500 per month at present and will be 
Rs. 550 per month when it is fully utilised. The supervision cost is Rs. 2UU 
per month and will remain at that figure even when plant woi£s to capacity. 
The present labour force with a monthly wage bill of Rs. 3.000 can produce 
another 500 units without extra wage. For the rest, addional labour force will 
be needed and monthly wage bill will increase to Rs. 4,500. Additional power 
charges will be Rs. 2,000 per month. The present salary bill for sales force is 
Rs. 5,550, but will increase to Rs. 7,000 if additional product is to be marketed. 
He pays excise duty at the rate of Re. 1 per unit. Additional working capital 
can be financed out of existing resources. 

What advice will you give him? Would your advice be different if the 
plant had no idle capacity? If so, explain why? 

6. The directors of Bharat Tools Ltd., a company manufacturing machine 
tools, have decided to expand their casting department. For this purpose they 
propose to acquire a group of machines from a firm of machinery manufacturers, 
at a cost of Rs. 10 lakhs on instalment basis as follows: 

(i) A down payment of Rs. 2 lakhs 1st January 19... 

(ii) Balance of Rs. 8 lakhs in 8 equal instalments payable on 31st 
December each year. 


Machine A 
Rs. 
26,253 


Machine » 

Rs. 

26,563 


687 

1.687 

2.687 

3.687 
4,689 

13,437 


5 

0 


4.687 

3.687 

2.687 

1.687 
689 

13,437 

5 

0 
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(iii) Interest at 6% per annum to be charged every year on the unpaid 
balance as at the beginning of each year. 

The Industrial Finance Corporation has approached them with an offer to 
buy the machine outright and lease it to the company on the basis that it will 
pay the corporation a sum of Rs. 1,31,000 on 1st January each year for 10 years 
commencing from 1st January. The Corporation claims that its offer is better 
for the company than the ofTer made by the manufacturers. Advise the 
derection of the company whether it would be to their advantage to accept the 
offer from the corporation in prefrence to the offer made by the manufacturer. 

Table giving present value of Re 1 at various discount sales. 


Year 

6% 

8% 

10% 

12% 

1 

.943 

.926 

.909 

.893 

2 

.890 

.857 

.826 

.797 

3 

.840 

.794 

.751 

.712 

4 

.792 

.735 

.683 

.636 

5 

.747 

.681 

.621 

.567 

6 

.705 

.630 

.564 

.507 

7 

.665 

.583 

.513 

.452 

8 

.627 

.540 

.467 

.404 

9 

.592 

.500 

.424 

.361 

10 

.558 

.463 

.386 

.322 


7. The promoters of Hindustan Containers Ltd., are proposing to set up a 
factory to manufacture and sell barrels and drums. The capital cost of the 
project is estimated to be as follows : 

Rs. 

Land 2,50,000 

Building 4,50,000 

Plant 12,00,000 

Other assets 4,00,000 


Rs. 23,00,000 


Promotional expenses are estimated at Rs. 2,00,000. The construction 
and errection of all plant facilities is expected to be completed in two years. 
The promoters expect to raise Rs. 15,00,000 on share-capital account of which 
Rs. 5,00,000 will be against issue of 9% Preference Shares. The balance 
requirement of fixed capital will be obtained from Industrial Finance Corpora¬ 
tion. Working capital requirements will be obtained from banks. 

At the full rated capacity the plant is expected to produce containers 
which could fetch an annual sales value of about Rs. 140,00,000. The factory 
cost of these goods is estimated at Rs. 100.00,000 and the annual administrative 
expenses arc estimated at Rs. 15,00,000. The plant is expected to work at only 
50% of its rated capacity in the first year of operation and at 70% of its rated 
capacity in the second year. Full rated capacity, may be achieved from the 
third year of operation. 

You are required to prepare a cash flow for the construction period and 
for the first 8 years of the operation period and calculate therefrom the present 
worth of the equity shareholders investment, at a suitable rate of discount to be 
selected from the Present value Table. 

Comment briefly on the results of your working. You can make assumptions 
regarding, phasing of capital expenditure, working capital requirements, interest 
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rate on borrowings, srpayment of fixed “ifva^'ftct'ors"wVi^1^ay 
charges, taxation, residual value s and any other relevant 

think fit. 


8. Janta Enterprise Ltd., has under consideration the following investment 


proposals: 


Estimated 

return 


A 

15% 

B 

20% 

C 

30% 

D 

25% 

E 

18% 


Investment 

Rs. 

95,00,000 

100 , 00,000 

60.00,000 

45,00,000 

150,00,000 


Rs. 4,50,00,000 


The investment in each of the above proposals can be 
minimum of— 


Proposal 


• * 


A 

B 

C 

D 

E 


varied subject to a 

Rs. 80 lakhs 
50 
30 

25 „ 

100 „ 

Rs. 285 lakhs 


The company can raise resources upto a maximum of Rs. 250 lakhs. 
Therefore a choice of the investment proposals will have to be made so as to 
keep the total incremental investment within the limit of Rs. 250 lakhs. Further 
there is a certain degree of interdependence among the projects the investment 
in Project D should not exceed 10% of the total investment in all the projects 
finally selected. 

pL Explain how you would apply the relevant quantitative techniques in the 
solution of the above problem and show how you would formulate the 
problem. 

97The Sunshine Company Ltd., is considering two conflicting proposals for 
the purchase of new drilling machines for its machine shop. 



Proposal No. 1 

Proposal No. 2 


Rs. 

Rs. 

Investment 

15,000 

20,000 

Estimated life in years 

4 

6 

Salvage value 

Net cash flows after tax 

0 

0 

Yeat 

Rs. 

Rs. 

1 

4,400 

7,600 

2 

4,400 

4,300 

- 3 

4,400 

7,500 

4 

4,400 

4,000 

« 


3,000 

6 


1,200 
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(1) What is the Payback for each proposal ? 


(2) What is the Average Rate of Return for each proposal. 


What is the Internal Rate of Return for each proposal. 


10. Hind Press Ltd. is considering the purchase of anew press to replace 
two old presses. The purchase of the new press will enable the company to 
produce the same volume of printed material as with the two old machines- but 
with one less worker. Hind Press Ltd., pays each pressman Rs. 7000 a year 
in addition, substitution of the new press will free 700 square feet of floor 
space in the press room. The rent of the press room is allocated at the rate 
°,f. 18 Paise per square foot. No alternative use of the space is foreseen at 
this time. The purchase price of the new press is Rs. 16000/- Delivery cost 
amount to Rs. 500. Instalation of the press would cost Rs. 2500. includinc 
Rs. 500 to dismantle the old presses. b 


(1) Calculate the payback; 

(2) The True Rate of Return on the proposed investment. 
10. Three projects involve the following capital costs: 


► 


i 


The old presses have a combined book value of Rs. 4.000. If the new 
press is installed, the old presses will be sold as a scrap for Rs. 1000. The 
manager of the press room estimates that the new press would last four years 
and would have no salvage value at the end of that time. The company pays 
incometax 50% of its net income. 


Rs. 


Buildings 


200 

Plant and Machinery 


800 

Working Capital 


5C0 


Total: 

1,500 


The estimated life of the projects is 8 years, at the end of which the 
working capital is recovered in full and Rs. 150/- is realised from the sale of 
fixed assets. The depreciation, for balance sheet purposes, is estimated on a 
straight Rs. 125 per annum whereas for tax purposes it is calculated at a straight 
4% per annum for buildings, 20% for the first year and 12% thereafter on 
declining balance for plant machinery. The profits after depreciation, for balance 
sheet purposes, butbe fore tax of the three projects are as follows:— 


Year 

Project I 

Project II 

Project til 

1 

288 

500 

100 

2 

287 

45C 

200 

3 

288 

400 

250 

4 

287 

350 

300 

5 

288 

250 

375 

6 

287 

200 

425 

7 

288 

100 

500 

8 

287 

50 

150 

Total 

2,300 

2,300 

2,300 


Calculate the return on the convention basis and on the D.C.F. (Discount¬ 
ed Cash Flow) basis? .. 
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